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EDITORIAL 


isk Rechenes S6- Accountants everywhere will regard 
cade hate of with a feeling of hearty gratification the 
Listed Companies | 4nnouncement made by Richard Whit- 
ney, president of the New York stock 
exchange, explaining the requirements recently adopted by the 
exchange that listed companies shall have their annual accounts 
audited by independent public accountants. This statement 
was dated January 6, 1933, and appeared in the daily press of 
New York and elsewhere the next day. The following is the full 
text of the announcement: 

‘Since April of 1932 all corporations applying for the list- 
ing of their securities upon the New York stock exchange 
have been asked to enter into an agreement to the effect that 
future annual financial statements published more than three 
months after the date of the agreement shall be audited by 
independent public accountants, qualified under the laws of 
some state or country, and shall be accompanied by a cer- 
tificate of such accountants showing the scope of the audit 
and the qualifications, if any, made by them in respect 
thereto. The committee on stock list has considered any 
reasons advanced why this procedure should not apply in 
particular cases, but has made exceptions only in the case of 
certain railroad companies. 

‘During this period, the New York stock exchange has not 
required that audited statements be filed with applications 
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for listing, because it was felt that applicants who had relied 
upon the former practice of the exchange would have been 
subjected to undue delay if the committee had pursued any 
other course. 

“The New York stock exchange now announces that its 
present policy in this respect will be continued until July 1, 
1933, after which date all listing applications from corpora- 
tions must contain the certificate of independent public 
accountants, qualified under the laws of some state or coun- 
try, certifying to the correctness of the balance-sheet, income 
statement and surplus statement for the most recent fiscal 
year. In general, the audit or audits must cover all sub- 
sidiaries, and the scope of the audit must be not less than 
that indicated in a pamphlet entitled Verification of Finan- 
cial Statements issued by the federal reserve board in May, 
1929, and obtainable from that board at Washington, D. C. 
All applications must include an agreement to the effect that 
future annual reports published or sent to stockholders will 
be similarly audited and accompanied by a similar certificate. 

“The committee on stock list may make exceptions to 
these requirements in unusual or extraordinary cases where 
the enforcement of the requirements would, in its opinion, 
be manifestly unwise or impracticable. The committee has 
concluded that for the present it will not require audited 
statements from railroad companies reporting to the inter- 
state commerce commission, except in the case of those 
railroads whose accounts have heretofore been currently 
audited by independent accountants. 

“Representative houses and banks of issue have been ad- 
vised of the foregoing program and have expressed themselves 
as in accord with the plan outlined above, which they believe 
is sound and consistent with the importance of affording to 
the public the most complete and accurate information in 
regard to the financial condition of corporations whose 
securities are publicly dealt in.” 


Probably this is the most important 

Great Responsibility and forward step in the history of account- 
Great Opportunity ancy within recent years. No one who 

is interested in the profession can fail to 

recognize its vast significance nor the added burden of responsi- 
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bilities which it places on the entire profession—especially on 
those practitioners whose work has to do with companies listed 
on the exchange. Upon their success in living up to the new 
responsibilities about to be placed upon them depends in great 
measure the future of the profession. If they will discharge their 
duties ‘‘in all cases with proper honesty, efficiency and inde- 
pendence’”’ (to quote a striking phrase from the recent report of 
the investigators of the cause of the Kreuger & Toll debacle) they 
will firmly establish the position of the profession as one of the 
main safeguards of the investor. If they fail to do so, the ex- 
change and similar bodies will be forced to seek other methods of 
securing protection. The burden is perhaps made heavier by the 
fact that the increased responsibility comes at a difficult time, when 
many corporations are straining every effort to make a favorable 
showing, and it is more than usually difficult for the auditor to 
keep corporate officers on the paths of sound accounting and 
conservatism. ‘This, however, is almost inevitable, because it is 
in periods of depression that the demand arises for increased 
safeguards such as the accountant is able to provide. It must be 
recognized that practitioners will have great need of judgment to 
distinguish the essential from the non-essential and courage to 
insist on the essential, possibly against strong opposition. They 
may also find it necessary to face the loss of office by the honest 
accountant in favor of his more subservient fellow. No doubt 
the stock exchange is fully alive to this aspect of the question and 
may be relied upon to take steps to attain the end desired and to 
protect the honest accountant by whatever means may be neces- 
sary to strengthen his position. Much also can be done by 
coéperation among accountants and by a hearty spirit of profes- 
sional solidarity. These are the important aspects of this 
tremendously progressive movement. The enlarged opportuni- 
ties offered by this latest action of the exchange are matters of 
congratulation to the profession as a whole, but the weight of 
responsibility that attaches to the opportunities must be equally 
apparent. 


Many years ago, shortly after the for- 
mation of the federal reserve board, a 
proposal was introduced in that body to 
make it compulsory that all applications for rediscount of com- 
mercial paper should be accompanied by a financial statement 
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whose accuracy was certified by a public accountant. This, of 
course, would have been of much wider effect than the present 
ruling of the New York stock exchange, but it seemed to the ac- 
countants, who had carefully considered the matter, that a ruling 
by the federal reserve board at that time would have involved a 
great many undesirable features and effects. The amount of 
work to be done, if that plan had been carried out, would have 
been so enormous that there would not have been enough com- 
petent men to undertake it and, as a consequence, much incom- 
petent work would have been done, to the detriment of the 
public, the banks and the accounting profession itself. _According- 
ly, the movement was checked when the matter was fully explained, 
and, although the federal reserve board has consistently ad- 
vocated audited statements, there has never been a definite 
compelling rule. Now the action of the stock exchange seems to 
us to be a much more practicable introduction of the principle of 
compulsory audit. It will mean that all the listed companies, 
with the exception, perhaps, of a few railroads and other com- 
panies peculiarly placed, will have the advantage of impartial 
audit, and the public will be entitled to feel more confidence in the 
statements to be issued than it could possibly be expected to feel 
in the statements which were purely ex parte. No doubt the 
exchanges in other parts of the country will be impressed by the 
ruling of the New York organization and it may be reasonably 
supposed that the rule made in New York will be considered by 
practically all the exchanges in the country and ultimately 
adopted everywhere. (The New York curb exchange has al- 
ready followed suit.) Mr. Whitney’s announcement refers to 
the pamphlet entitled Verification of Financial Statements issued 
by the federal reserve board. This document, as readers of these 
pages no doubt remember, was prepared by a committee of the 
American Institute of Accountants and was designed to indicate 
the minimum requirement for the form of audit which was 
usually known as “‘balance-sheet audit,” or in other words an 
audit of the affairs of a company at the date of a balance-sheet 
with a sufficient review of the operating records and profit-and- 
loss account during the year preceding the balance-sheet date to 
make it possible for the accountant to satisfy himself of the ac- 
curacy of the statement. In order to assist bankers and other 
dispensers of credit in the determination of the financial condition 
of borrowers, a form of balance-sheet and profit-and-loss account 
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was embodied in the pamphlet. It was not intended that the 
pamphlet should be a complete program of audit; and this fact is 
evidently understood by the president of the stock exchange, for 
he says that ‘the scope of the audit must not be less than that 
indicated ”’ in the pamphlet. 


Railroads May Be Ex- The exemption of railroad companies 
from the new requirement of the stock 
exchange seems to be intended merely 
as a temporary concession. ‘There is reason to expect that in time 
to come even the railroads will be required to submit to independ- 
ent non-governmental audit. If this be true, it bears out the 
contention, which has appeared in these pages, that the investiga- 
tions conducted by the interstate commerce commission or by 
state utilities commissions, while having a value, are not the sort 
of investigations which will produce the reports upon which 
stockholders and bondholders may rely, except so far as technical 
detail of record keeping may be concerned. 


empt Temporarily 


Effect Upon Election In all probability the new ruling of the 
of Auditors stock exchange brings nearer the adop- 
tion of the plan of election of auditors. 
It will draw the attention of shareholders to the vital importance 
of the selection of competent auditors. Heretofore there has been 
a regrettable but not astonishing lack of knowledge of the func- 
tion of the accountant and of the eminent desirability that the 
accountant be wisely chosen. Shareholders, in most cases, have 
been content to leave questions of that sort to the board of direc- 
tors. They have not apparently accepted the theory that in the 
selection of auditors every shareholder has a direct rather than an 
indirect interest. When the stock exchange officially demands 
that all statements shall be audited, it immediately places the 
accountant in a different position, and the shareholder who looks 
to his own interests will naturally be influenced by what the 
exchange has done. 


Origin of the The adoption of the new policy or, per- 
New Rule haps one should say, the development 

of an old policy by the stock exchange is 

the effect of several factors working together. Perhaps the most 
impelling in the final decision of the stock exchange was the 
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experience in the failure of Kreuger & Toll. It is noteworthy 
that the announcement by the stock exchange and the report of 
the investigation of the Kreuger & Toll group of companies ap- 
peared almost simultaneously. ‘The accountants’ report of the 
Kreuger case is an intensely interesting document. It reads like 
a combination of the Arabian Nights and the Financial Chronicle. 
It deals with cold matter-of-fact figures and with the wildest 
dreams of imagination. In the course of the accountant’s 
report we find: 

“The perpetration of frauds on so large a scale and over so 
long a period would have been impossible but for (1) the 
confidence which Kreuger succeeded in inspiring, (2) the 
acceptance of his claim that complete secrecy in relation to 
vitally important transactions was essential to the success of 
his projects, (3) the autocratic powers which were conferred 
upon him, and (4) the loyalty or unquestioning obedience 
of officials, who were evidently selected with great care. 
. . . The absolute powers with which Kreuger was vested 
gave him complete domination of the entire group... . 
Indeed he conducted the entire business as though he was 
accountable to no one. . . . Closely related to the causes 
already mentioned are the complicated and confused book- 
keeping in regard to many important transactions and the 
gross inadequacy of the documentary evidence in support of 
accounting entries which our examination has disclosed. 
The frauds could not have been consummated without as- 
sistance—witting or unwitting—of some of his associates, 
including some of the officers of the holding and financial 
companies, nor could they have been concealed if either the 
audits of the companies had been coérdinated under a single 
control or the audits, though not so codrdinated, had been 
carried out in all cases with proper honesty, efficiency and 
independence. It is apparent that the employment of 
different auditors for different closely associated companies, 
restrictions in the scope of examinations, subserviency if not 
complicity on the part of some of the employees and some of 
the auditors, and forgery of documents in order to meet de- 
mands for evidence confirmatory of book entries, all con- 
tributed to prevent such audits as were made from resulting 
in exposure. The history of this group of companies em- 
phasizes anew the truth that enterprises in which complete 
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secrecy on the part of the chief executive officer as to the way 
in which important parts of the capital are employed is, or is 
alleged to be, essential to success are fundamentally un- 
suited for public investment, since such secrecy undermines 
all ordinary safeguards and affords to the dishonest executive 
unequalled opportunities for the perpetration and conceal- 
ment of frauds.”’ 


If ever there were a case in which the 
need of proper accounting was more 
insistent than in this Kreuger affair, we 
have yet to learn what it could have been. The auditor’s com- 
ments are absolutely appropriate and terribly trenchant. Ina 
word it may be said that if there had been a proper, honest audit 
of the whole group of companies, thousands of people in Sweden 
and in all the European countries and thousands of people in this 
country would have been saved from losses which have been in 
many cases overwhelming. For some incomprehensible reason 
a great impostor always finds victims. There is a section of every 
public which will believe whatever is convincingly told and there 
are always countless men and women ready to invest, sometimes 
all they have, in ventures which have nothing to recommend 
them except the assurance of the seller. Some of the Kreuger & 
Toll securities were listed on the New York stock exchange. Of 
course, the loss has now been taken and the evil has been wrought, 
but we believe that with this horrible example of unaudited 
companies before it, the stock exchange has been moved as never 
before to insist upon impartial investigation. 


An Irrefutable 
Argument 


The Trend Toward the Another factor which has contributed 
largely to the making of the new rule is the 
close codperation that has existed between 
the stock exchange and the American Institute of Accountants. 
For several years there has been a friendly interchange of advice 
through committees of the two bodies, and the stock exchange 
apparently has found such value in the advice and help given by 
accountants that it has resolved to widen the possibilities of such 
assistance by bringing the accountants into every question of 
listing and every annual statement of a listed company. Ac- 
countants have endorsed cordially the demands which have been 
made in the public press for more explicit statement of financial 
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condition in the case of every company whose securities are 
bought and sold, whether on the exchange or not. The trend of 
the times is toward full and frank publicity in everything having 
to do with corporate activity—except in minor matters whose 
publication might jeopardize the welfare of a corporation. The 
stock exchange has been especially susceptible to the new spirit of 
frank exposition. Indeed, the exchange has done more to effect 
reform than could have been done by any governmental or legisla- 
tive body. Laws sometimes seem to be made to be evaded, but 
rules of an exchange are not responsive to political pressure and 
everyone must conform or forego the privilege of being listed. It 
is not beyond the realm of possibility, or even of probability, that 
laws will follow. Indeed they may follow sooner than would have 
been expected had the exchange not taken the action which has 
been taken. At a hearing before the banking committee of the 
United States senate investigating the Kreuger & Toll case, Frank 
Altschul, chairman of the stock-list committee of the New 
York stock exchange, mentioned the intention of the exchange to 
enforce independent audit. His is reported to have expressed the 
opinion that there should be laws compelling all companies whose 
securities are sold to the public to submit their financial affairs to 
independent and thorough audit by public accountants. 


As we come into the beginning of a year 
whose number is not divisible by two, 
accountancy finds itself confronted with the usual peril of legal 
interference. Rumors are current to the effect that before the 
state legislatures shall have adjourned there will have been many 
attempts to tinker with C. P. A. laws and with other matters 
having a bearing upon the practice of this profession. Every two 
years the country is menaced by its legislative fertility. Most of 
the forty-eight states continue to permit their ill-equipped legisla- 
tors to assemble and talk and out of the talk to evolve what nine 
times out of ten are utterly deplorable distortions of enactment. 
Everybody knows about this and everybody condemns it, but 
no one ever does anything about it. The peculiar danger 
this year is said to take the form of restrictive legislation, 
as it is known in accountancy, that is to say laws which limit 
the practice of the profession absolutely to certified public 
accountants or to some other classification which excludes other 
people from other states or within the same state from practising 
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as accountants. In spite of the decisions of supreme courts in 
several states, notably the most recent decision in Tennessee, 
there are proponents of the scheme of restrictive legislation who 
still believe and endeavor to make others believe that in rigid 
exclusiveness lies the path to perfection. There is, of course, 
much to be said in favor of protecting local interests. If one 
look at the matter through a narrow vista it is possible to discern 
some advantages to the local members of the profession, but the 
better and broader view embraces so many undesirable aspects 
that it seems to us the advantages are heavily outweighed by the 
disadvantages. Furthermore the extremely uncertain constitu- 
tionality of any restrictive law and the utter failure of everyone so 
far to define accountancy are sufficient reasons for regarding 
restrictive legislation as a theory which should be adopted only 
after the most profound study, the greatest care and an almost 
superhuman ingenuity of expression. Many of these attempts in 
the past have failed. Some state societies of accountants have 
seen the wisdom of opposition and have prevented enactment, 
but the number of attempts does not seem to be much less than 
it was. 


Accountancy Supposed The trouble, in this matter as in most 
to Be Defenseless others, is that legislatures, or rather 
legislators, are acquiescent and willing 

to please, provided it costs nothing. Every member of a legisla- 
ture is elected by a constituency which feels that it has a perfect 
right to ask special favors, and so far, when a small group of ac- 
countants, or those who would like to be accountants, has seen fit 
to request a special enactment, there has not been enough opposi- 
tion always to prevent the granting of the special request. Ac- 
countancy is more vulnerable in this way than most of the other 
professions. In law, of course, legislators are careful because 
most of them are members of the bar. In medicine and engineer- 
ing and many other professions there is a weight of public opinion 
which must be taken into account before any subversive enact- 
ment can take place; but accountancy is a more abstract thing, 
and it is safer, so think the legislators, to play with the welfare of 
accountancy than with almost anything else. The business 
public, whose voice could be imperative, is not sufficiently 
aroused, and so the recurring peril of legislative meddling darkens 
the skies of every second year. It seems that accountants should 
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pay more heed to what is being proposed and done by legisla- 
tures. They do, of course, watch in some states rather carefully, 
but in many other states there is not the protective vigilance which 
the occasion frequently demands. Some of the state laws now on 
the books deserve radical amendment. None is perfect. But, 
generally speaking, it is safer to attempt reform in the adminis- 
tration of a bad law than it is to tamper with the substance of the 
law itself. Even a very bad law may be made innocuous by the 
honest attempts of administrators to emphasize the good points 
and to suppress the effect of the evil. 


Would Anyone Believe In times like these, when the list of 
This Possible? clients in almost every office is shorter 
than it was a year or two ago, there is 

naturally a more avid desire for new clients than there would be in 
normal times; and in the wake of this hunger comes sometimes a 
willingness to depart a little from the strictest code of ethical 
procedure. So extraordinary are the present conditions that 
there have been reported to us a few accountants (of course they 
must be in most undeveloped parts of the country) who have ac- 
tually approached the clients of other practitioners and suggested 
that they, the solicitors, be engaged in place of the company’s 
usual advisors. This is difficult to believe. The good ac- 
countant, of course, never thinks of anything like competition. 
However, the story is somewhat authoritative, and one eminent 
member of the profession draws our attention to an effect of this 
eagerness to steal clients which has not been much discussed. 
He says that some of his clients have been subjected to the 
blandishments of another firm and although the actual seduction 
did not take place the moral stamina of the client in one or two 
cases was severely strained. He says that one client in particular 
had called upon him to inform him that the firm of Blank, Blank 
and Blank had sent a plausible young person to call and he, the 
plausible one, had offered on behalf of his principals (the word is 
to be spelled thus—not principles), to undertake the audit of the 
company’s accounts for a sum much less than that paid to the 
present accountants. The client was unwilling, naturally 
enough, to engage any so-called professional concern which would 
sink to the level indicated by this story, but the client did feel that 
perhaps the fees which had been paid to the present accountant 
were somewhat excessive, because if the other firm which had 
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sent a solicitor to ask for the engagement could afford to do the 
work for less—say, one half the customary amount—would it not 
seem to the accountant who was telling the story that there must 
be a fair possibility of a considerable reduction? The client could 
not understand that the offer of the soliciting firm was inspired 
solely by a desire to obtain a new client at whatever cost—even 
at a heavy loss. So, said our informant, the result of this vile 
incident was this: the relationship between the accountant—the 
honorable accountant—and the client was not severed but there 
had been thrown into the association between them a sentiment of 
doubt and perhaps dissatisfaction by some one who gained noth- 
ing whatever and lost, as the moralists would say, his professional 
soul. There is a genuine truth in this story and it would 
be well indeed if the few soliciting firms or practitioners would 
take the lesson to heart. They are doing no good to themselves 
and an almost irreparable injury to their profession. They are 
harming others and gaining nothing themselves. To men of the 
mentality indicated by the fact of solicitation the argument that 
will appeal is this: Itdoes not pay. It is unnecessary to press any 
other argument, because the decent members of the profession do 
not have to be convinced that a professional man should be 
decent. 
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The Accounts of an Oil Company 


By H. G. HUMPHREYS 


A great deal is being written and said nowadays as to classifica- 
tion of accountancy services, compulsory audits, internal audits 
and the like. One hears something occasionally as to British 
methods—particularly as to the practice of addressing audit 
reports to stockholders rather than to directors. But the most 
novel idea that has recently been advanced is that which pro- 
poses that public accountants should audit businesses rather 
than mere accounts. In these circumstances, in order that a 
public accountant might successfully audit any business, particu- 
larly if he were to watch the trend of his client’s affairs throughout 
the year, it would be necessary that he have the plan of organiza- 
tion and the entire system of accounts at his command. 

In considering the accounts of an oil company at the present 
time, the peculiar conditions affecting the industry press on one’s 
mind; and it seems proper and necessary to an understanding of 
the accounts and affairs of an oil company at least to mention 
some of these conditions at the outset. 

Notwithstanding the constant sale of petroleum products to 
supply a necessity rather than a luxury of present American life, 
the industry is beset with strange economic difficulties, probably 
due in no small part to overproduction. Meanwhile the industry 
is fighting governmental bloodsucking and recalcitrant forces 
within its own ranks, through the medium of institutes, associa- 
tions, conventions and what not,—and in doing so is harassed by 
petty politics and fiddlesticks. There is a Moses or two, one 
hears, ready to lead the industry out of the Red. Let us hope it 
is true. 

As is well known, production of crude oil at the present time 
is restricted by proration. One would expect as the volume is 
reduced the price would increase—but it hardly works out that 
way. As to the price of crude oil, the theory is fairly well recog- 
nized that crude-oil prices should be measured by the net-back to 
refineries—that is, the realization on refinery products less selling 
and general expenses. It is most important to realize that this 
thing called net-back represents almost all the money that comes 
into the industry through the sale of its products. The crude-oil 
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situation in Texas and Oklahoma is serious. Rumors will not 
down that some producers are running oil in excess of proration 
limit. That, if true, constitutes theft of royalty oil to the extent 
of such excess. There are people who advocate letting all wells 
produce to capacity, on the theory that the old law of supply and 
demand would soon bring all interests to their proper level, all 
things considered. 

Transportation departments have not been without their par- 
ticular kinds of troubles. For example, one finds companies 
which acquire productions at points remote from their plants 
(with no company pipe lines connecting the two points). Even 
marketing departments, for reasons best known to themselves, 
sometimes step out of their natural zones to invade the territory 
of competitors. This simply means shipping coals to New- 
castle. However, common sense is beginning to have its inning 
and reciprocal arrangements are now fairly common whereby oils 
are exchanged between companies, thus holding transportation 
costs at the minimum. This economic principle has as a matter 
of fact been followed in some parts of the country for some years. 

Manufacturing departments have for some time been compelled 
to absorb in their costs a charge for crude oil that has raised the 
production costs of refined products to a point that has yielded a 
meagre return. Manufacturing departments, in some instances, 
have been challenged as to their right to exist. One refiner 
questions whether or not petroleum might be distilled by means of 
an ordinary kitchen kettle without infringing someone’s patent. 

Marketing departments may be said to wear the crepe. - They 
are chiefly in the tax business. Thanks to federal, state and city 
governments, one of the chief functions of marketing departments 
is to collect taxes to be remitted to governments. Honesty in 
accounting for gasoline taxes possibly constitutes a penalty to 
the advantage of the bootlegger-competitor—the latter has at 
least a lucrative if not a respectable calling. Sometimes one 
wonders if the method of taxing as applied to one industry can 
not be applied to another. In the event the manufacture of beer 
be legalized it will be interesting to see if the government applies 
the tax as it did in the old days: on barrels delivered for resale 
and on barrels metered to bottling department. The states and 
municipalities got licence fees. I suppose there is some reason 
why the same taxing principle, as it would affect states and 
municipalities, would not be feasible as to gasoline. 
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After the marketing department has made a sale, the question 
of collections looms up. What with bank failures and poor cred- 
itors the situation is bewildering. The difficulty of realizing 
sales at stations is a problem—some are for cash, others on coupon 
or on credit. This particular problem has become so serious 
that some of the big concerns are engaging experts to study con- 
ditions. The reports of some of these experts are of the “num- 
by-cum-spludge”’ variety, which are beyond the ken of the 
accountant. One can do wonders with a slide-rule. The book- 
keeping incidental to sales is tremendous. To carry accounts 
with wholesale purchasers is proper and unavoidable under our 
business system. But why carry all these thousands of little 
accounts in the station departments? Some of the big oil leaders 
should take counsel together. In order to do away with a lot of 
these little accounts some one suggested a sort of consolidated 
coupon company into which member companies would pay an 
amount equal to face value of coupons issued to be resold. 
These coupons would be sold to consumers (at a discount for 
cash and at face value on credit). Canceled coupons would be 
redeemed by the coupon company. The theory is only touched 
upon here—it would require safeguards against manipulation. 
It may be Utopian and yet it may have the germ of an idea. 

Oil companies are continually on the defensive against indiscrim- 
inate claims atlaw. This litigation is often prolonged and costly 
and, viewed as a whole, appears to be absurd, if not monstrous. 

Despite the present decline in business, actual book transac- 
tions measure nearly up to par. Accounting methods continue, 
however, as in the halcyon days. There is need for directness and 
simplification and it may be that something can be worked out 
to that end. Necessarily, consideration must be given to all 
essential information for executives, taxing authorities and others 
properly concerned. And with regard to independent audits, I 
hope to show that the compilation of voluminous schedules for 
the auditor’s files is quite unnecessary. 

Because of the interest that companies have in their cash posi- 
tion during these trying times, it is thought best to begin these 
discussions with the statement of the disposition of funds. In 
this statement, the subject of gross additions to properties is 
given chief attention, all other changes in the comparative bal- 
ance-sheet, except so far as they are necessary to the development 
of gross additions to properties, are not included. 
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COMPARATIVE BALANCE-SHEET 











Assets Beginning Ending Increase 
(Decrease) 

Puepestion. ......cdieasebesseeaaaad $10,000,000 $11,000,000 $1,000,000 
Investments in other companies. ..... 1,000,000 1,200,000 200,000 
Sonslhe Gate... . WEE oss dcsecns 100,000 50,000 (50,000) 
Deferred receivable, less reserves. ..... 100,000 50,000 (50,000) 
NE... vccck oes OR A aa 2,000,000 2,200,000 200,000 
*Notes and accounts, less reserves. 1,000,000 1,100,000 100,000 
COs... c saarhznmReewsdvaiwaceada ae 2,000,000 1,900,000 (100,000) 
"Other merchamdite. .. ... . cccsecctse 100,000 90,000 (10,000) 
*Materials and supplies.............. 300,000 250,000 (50,000) 
Prepaid and deferred charges......... 100,000 90,000 (10,000) 

$16,700,000 $17,930,000 $1,230,000 

Liabilities 

Common stock outstanding.......... $ 5,000,000 $ 5,500,000 $ 500,000 
IN. «5. ots Simin citeien Gna eal aed 3,100,000 3,500,000 400,000 


Reserves for depletion and depreciation 5,000,000 5,500,000 500,000 
Total capital, surplus and reserves. $13,100,000 $14,500,000 $1,400,000 























oti WEN NE ng cn o hccecudaasaen 1,000,000 800,000 (200,000) 
el 800,000 (200,000) 
COR BI. oii. 5 5 wos 5 cc ewes 1,000,000 1,180,000 180,000 
ad 500,000 500,000 

oo ge ern 100,000 150,000 50,000 

$16,700,000 $17,930,000 $1,230,000 
Ce Bs i oc cia tienen cane $ 5,400,000 $ 5,540,000 $ 140,000 
OC A, «oss cxdnmbasewens 2,500,000 2,480,000 (20,000) 
Net current assets.............. $ 2,900,000 $ 3,060,000 $ 160,000 
Properties—increase, as above............... $1,000,000 
Add: Cost of properties charged off as per fol- 
Rousing: GIR 6 5. 8 x ater node escducrnes 300,000 
Gross addition to properties for the period. ..... $1,300,000 
RESOURCES—ForRM A 
Net profit for the period.................... $ 500,000 
Add back: depletion, depreciation and other 
capital extinguishments................... 800,000 
Income before all capital extinguishments...... $1,300,000 
Add: increase in common stock outstanding... . . 500,000 
DOs ecb bareakccas si vivayeaeeaticlel $1,800,000 
Dated: Gah Gees. 6. 100,000 
Resources to be accounted for............ $1,700,000 
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REsourRcEsS—FormM B 


Increase in capital, surplus and reserves 

Add back: charges to reserves— 
Depletion and depreciation allowance $700,000 
Less: increase in reserves for the 


Balance being charged to reserves. . . $200,000 
Canceled leases and other disposals 100,000 $ 300,000 





Resources to be accounted for. . . $1,700,000 


In the next paper on this subject, I intend to present a summary 
of each department of an oil company, consisting of investment, 
reserve and net investment, together with a brief income state- 
ment. Matters of departmental detail would follow later. 


[This article is the first of a series which will appear during the current 
year.—Ep1rTor.]} 














Optional Discount 
By Louis G. PELOUBET 


Accounting opinion on cash discount takes the two rather ex- 
treme views that discount equivalent to interest of 3614 per cent. 
per annum is a financial gain and that in no case is financial gain 
realized. As a reasonable and practical compromise there is 
presented here the view that every cash discount includes a 
financial gain up to but not exceeding the equivalent of interest 
of 9.125 per cent. per annum. The ground for this intermediate 
position is that the use of money being the essence of optional 
discount payment for that use is inherent in the transaction to 
the extent of a reasonable interest, and a thing acquired costs 
the money paid for it plus whatever the earlier giving up of 
the money costs. 

This may be illustrated by re-stating a plain little invoice of 
“Merchandise $100.00, terms 2-10 net 30” somewhat as follows: 





List op treme Gia, « o00000ssscnwede Ubnsdescdiasusdeonneeueen $188.00 
Trade discount—40, 10 and 134%........ cc ccc cece cece ee cecees 88.00 
Invoice price—the amount required to be paid if payment is made 

fen SRR, onc is scninceccc ccdcdhndetediennaesdcenen eee 100.00 


Trade allowance—a reduction made for payment in 10 days in 

recognition of the fact that earlier payment decreases the seller’s 

credit risk and collection expense. .............ccceceececeees 1.51 
Cont of gah. oi isis vac ccc cde cd eobvenuknee cs <6 cemebenboesee 98.49 
Cash discount—a reduction made for payment in 10 days in recog- 

nition of the fact that money earns interest; a reasonable interest 

being considered 3% of 1% for 20 days prepayment, equivalent to 








Sar UR OEE. 6 «5 0 9:08 1.00 0 0c bnscgamnabeemieadansees .49 
Discounted price—the amount acceptable if payment is made in 
BOT 6 os 0 0 cde uab0e54 0b bdes 4645-00444 2 ERE $98 .00 








That interest is an actual cost in the transaction is a fact which 
can not be argued away. In electing to discount, the purchaser 
not only gives up money but gives up also the right to the use of 
that money—a right which is of definite money value to him. 
If this is sound it warrants taking the highly desirable position 
that sufficiency or lack of capital does not affect the price of 
goods; that goods cost the same to all purchasers enjoying like 
quotations and that discounting or not discounting does not 
affect the cost of goods. 
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In attempting to arrive at that uniform cost it seems reasonable 
to regard the invoice price as a purely nominal figure and the 
discounted price as the real base of the true cost—this for two 
reasons; it accords with the view of the seller who initiates the 
discount, and, while there is no arbitrary compulsion, the pur- 
chaser is strongly moved to take and the seller strongly moved to 
give the discount. 

The purchaser’s incentive is, of course, to save money—usually 
in an amount much greater than reasonable interest. The seller’s 
incentive is first the use of money and second to benefit in other 
ways, such as reduced credit risk, lessened collection expense and 
perhaps increased volume and turnover—all valuable con- 
siderations. 

In the following optional discounts commonly quoted in various 
trades the accountant’s problem under this intermediate plan is 
to determine what portion is for the use of money and what 
portion for other benefits or considerations. 


Approximate equivalent 
Per cent For prepayment of annual rate 
From % to 10 20 days 9 to 203% 
From 1 to 5 30 days 12to 64% 
From 1 to 6 50 days 7to 47% 
2 60 days 12% 
2 80 days 9% 

7 


From 2 to 110 days 7to 25% 


The exact and accurate division probably would vary in all 

cases, but those variations being impossible of ascertainment the 
practicable course is to treat all alike. 
% Consistent and uniform treatment in accounts waits only gen- 
eralagreement upon a fixed theoretical dividing line. To find that 
line we must have a standard measure. It seems reasonable to 
base that normal measure upon the commonly quoted discount 
bearing the closest resemblance to a composite of commercial 
interest, legal interest and fair return on capital. Terms of % of 
1 per cent. 10 days net 30 days, which seems nearest to meeting 
that requirement, would give a 9.125 per cent. annual rate as the 
measure of true cash discount. For example: 


Terms %% 10 net 30 2% 10 net 30 4% 30 net 60 
Invoice price $100.00 $100.00 
Trade allowance 1.51 3.28 
Cost of goods ’ 98.49 96.72 

















Optional Discount 











Cash discount: 
.09125 per annum 
.00025 per diem 
20 days at .00025=.005 
See ee ES so cess ; 


30 days at .00025 = .0075.. 
$96.00 at .0075.......... 


an 
~ 
nN 





Discounted price........... $99 . 50 $98.00 


g 
3 


| 











The bookkeeping is simple: 


On books of —_ Ledger account Dr. Cr. 
Seller: Accounts receivable.. $100.00 
Sales $100.00 
Purchaser: Cost of goods....... 98.49 Original entries 
Trade allowances... . 1.51 
Accounts payable... . 100.00 





Purchaser: Accounts payable. . . 2.00 
Trade allowances... . 1.51 | Further entries if dis- 
Cash discount...... .49 | count option exer- 
Seller: Trade allowances... . 1.51 cised 
Cash discount...... .49 
Accounts receivable . 2.00 | 





Where purchases are permanently capitalized and discount not 
taken, a further entry credits ‘‘ trade allowances”’ and charges the 
fixed asset. The seller in effect says ‘“‘my price is $98.49. If 
paid in 10 days I will return to you 49 cents as interest. If paid 
in 30 days I will add $1.51 for my increased credit risk and col- 
lection expense, and that you will have to set down to your cost 
of lack of capital.” 

There is much to be said in favor of this intermediate view. 
Supply, store and stock records would have a definite and un- 
changeable cost figure to deal with, unaffected by the taking or 
neglecting of discount and eliminating voucher corrections. 

It solves the question of discount in inventories. 

It would show (except for capitalized items) neglected trade 
allowances. That other part of the discount which is really for 
cash can hardly be classed as neglected as it is offset in the earn- 
ing value of money withheld. 

It would tend to settle discount controversies in cost-plus 
cases, free departmental results of any capital effect and furnish a 
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consistent base for commissions or bonuses which hinge upon 
gross or operating profits. 

It cares for complex terms. Under terms of 5 per cent. cash, 
2 per cent. 30 days, net 3 months a $100 invoice would be entered 
as cost of goods $97.17 and trade allowances $2.83; if paid immedi- 
ately cash discount would be credited $2.17 and trade allowances 
credited $2.83; if paid in 30 days cash discount would be credited 
$1.49 and trade a!lowances credited $.51. 

It removes the time element from discount rates. Translated 
into an annual rate 2 per cent. for 20 days prepayment is four 
times 2 per cent. for 80 days prepayment. 

It comes nearer to placing discount entries in the year to which 
they relate. 

It places selling and buying on the same footing. The business 
which, treating all discounts of 2 per cent. and under as financial 
gain, allows % of 1 per cent. on its sales and receives 2 per cent. 
on its purchases, reports a net financial gain of 114 per cent., 
whereas as a matter of fact the net financial gain on any adequate 
interest basis is nothing. 

It is in line with legal decisions; which hold that discounting 
means to take interest in advance and that in ordinary commercial 
documents discount means rebate of interest. 

It conforms to the federal income-tax requirement that strictly 
cash discount must approximate a fair interest rate. 

It closely approximates a present-worth calculation. 

And finally, if the reader will turn back to the third paragraph 
he will see that it is based upon the same two principles which un- 
derlie the conflicting views referred to in the opening paragraph. 
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The Application-of-Fund Statement 


By Aucust L. KNOLLMULLER 


In the application-of-fund statement attention is focused upon 
the so-called working capital, also known as circulating or revolv- 
ing capital because of its continual rotation, in distinction from 
fixed capital. The word “fund” refers specifically to working 
or current funds in contrast to other funds. Through this 
statement an accounting of the change that has occurred in the 
working capital of a business or institution during a given period 
is rendered. It shows the sources from which funds have come 
and also what disposition has been made of available funds. 

Perhaps, the technical nature of the statement is more readily 
recognized when a comparative balance-sheet is arranged in two 
distinct divisions, viz.: 

(a) Current fund or working capital section; 

(b) Non-current or permanent fund section. 
It will then be seen that the net variation in the current division 
(increase or decrease in working capital) is equal to the sum of all 
changes in the non-current section. The application-of-fund 
statement is based upon this equation. In the current section 
is the ‘‘effect’’; in the non-current sphere are the “causes.” 

One of the main sources of incoming funds is profit arising 
from operations (cause) and retained in the form of current assets 
(effect). A bond issue also will result in an increase of working 
capital unless the new bonds are to refund old ones or to pay for 
fixed assets bought. Conversely, a dividend declared on capital 
stock and the acquisition of investments or equipment cause a 
reduction in working funds. These examples clearly demonstrate 
the interplay between the current and non-current sections. 
Thus, decreases in assets and increases in liabilities or net worth 
in the non-current section suggest the sources of funds received. 
On the other hand, increases in assets as well as decreases on the 
liability side of the non-current balance-sheet imply an absorption 
of working capital. 

In the application-of-fund statement the equation then takes 
the following form: 

Excess of funds received over funds disbursed 
equals increase in working capital; or 
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Excess of funds disbursed over funds received 
equals decrease in working capital. 

The increases and decreases in the non-current category, how- 
ever, may not in themselves reveal the transactions that have had 
a bearing upon the working capital. They merely furnish clues to 
them. Only after an analysis of the accounts in question will 
these changes lend themselves to an interpretation as to their 
influence upon the working capital. 

Investigation must reveal such transactions as have involved 
either an inflow or an outgo of current funds. These may be 
considered under two captions: 

(a) Business operations reflected in the profit-and-loss 
account; and 

(b) Transactions not entering into the profit-and-loss state- 
ment, indicated by changes in accounts other than 
surplus. 

After the accounts have been analyzed, it will not be difficult 
to note the transactions falling in the second category. Funds 
may have been provided through an issue of capital stock or 
bonds, a sale of securities held as investment or disposition of real 
estate, equipment, etc. It should be borne in mind that any gain 
or loss resulting from capital assets sold or discarded must be 
eliminated from the profit or loss figure intended for the applica- 
tion-of-fund statement; the working capital is affected only as to 
the amount actually received while any gain or loss is given effect 
to in the non-current balance-sheet both as to debit and credit. 
As stated before, disbursements of funds might comprise dividend 
payments, redemption of stock or bond issues and additions to 
investments or fixed assets. 

The profit or loss carried to surplus account may call for adjust- 
ments before it will indicate the net amount of funds received or 
disbursed, as the case may be, due to ordinary business operations. 
Items that do not constitute an income of current funds or require 
an outlay of such funds, and thus do not affect the working 
capital, are to be removed. Provision for depreciation, gain or 
loss on disposition of capital assets and amortization of bond 
discount (unless the deferred portion is—wrongly—included 
among current assets) are typical instances. In all these cases 
it is apparent that the changes take place outside the current 
section of the balance-sheet, e. g., earned surplus is reduced ulti- 
mately by a debit and reserve for depreciation is increased by a 
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credit. Where there is a bad debt reserve and the receivables 
are stated net, the provision set up out of profits, of course, entails 
a reduction of working funds, whereas write-offs against the re- 
serve constitute an offset within the current section and need 
not be regarded at all for our purpose. 

The subject thus far treated in a seemingly abstract fashion will 
now be cast into the mould of a concrete case problem. An 
excellent medium for illustration has been found in a problem 
given in a recent Illinois C. P. A. examination. To save space, 
the text is omitted here; it is necessary only to disclose such data 
as can not be gathered from the face of the statement to follow: 

(1) The company sold various stocks and bonds from its 
portfolio for $19,000, realizing a profit of $5,320. 

(2) Upon the death of one of its officers the company received 
$50,000 on a life-insurance policy carried on the books at 
$18,238.47, the cash surrender value. 

(3) Fixed assets costing $125,260.50, on which a depreciation 
reserve of $72,666.15 had been accumulated, were dis- 
posed of for the sum of $20,000. 

(4) During the year a stock dividend of $65,000 was declared 
out of surplus and bonus stock of $15,000 distributed to 
certain employees as additional compensation. 


EXPLANATION OF ADJUSTMENTS 


Adjustment (A); Cross reference (1) 

A sale of investments affects the working capital inasmuch as 
proceeds consist of current assets. In the case at hand the 
amount received for the securities sold was $19,000, of which 
the cost, $13,680, had been credited to investment account while 
the gain of $5,320 had found its way into profit and loss. To be 
sure, the arithmetical value of this equation would not be dis- 
turbed if funds derived from this sale were stated at $13,680, the 
recovered cost, with the gain of $5,320 included in the funds shown 
as resulting from profits. But such treatment would not present 
a true picture of the situation. The adjusting entry makes the 
transaction stand by itself and permits the total receipts to be set 
out in the ‘‘funds received’’ column while the gain is eliminated 
from profit and loss because it is included in the $19,000. 
Adjustment (B); Cross reference (2) 

This case is analogous to the one above and the adjustment is 
made for the same reason. 
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Adjustments (C, D, and E); Cross reference (4) 

The increase in machinery, etc., of $137,651.19 is a net figure 
and needs an investigation. An analysis of the account brought 
to light the information supplied in a previous paragraph, which 
may be put into the form of a composite journal entry thus: 

Dr. Cr. 
Cash or receivables $20,000.00 (E) 
Reserve for depreciation 72,666.15 (C) 


Surplus (loss from sale of capital assets) 32,594.35 (D) 
Machinery, etc $125,260.50 


For the purpose of statement the original entry is now reversed 
in adjustments C, D, and E, on the following grounds: 

(a) To reinstate the amount of fixed assets taken out of the 
books in order to determine the funds disbursed for 
additions to fixed assets, viz.: $137,651.19 plus $125,- 
260.50, or together $262,911.69. 

(b) To display the actual receipts of $20,000—shown as an 
adjusting credit to machinery (this decrease in the ac- 
count implies an increase in working capital) and carried 
to “funds received.” 

(c) To restore to depreciation reserve the amount of $72,666.15 
charged to it upon disposition of the assets. The differ- 
ence between this restored credit and the net decrease in 
the reserve before adjustment, $48,404.55, represents 
depreciation set aside for the year under consideration. 
It should be noted that the closing out of the accumulated 
reserve on the assets sold had no direct influence upon 
the working capital, both debit (to reserve) and credit 
(to machinery) appearing in the non-current section. 

(d) To eliminate the loss on the equipment sold from the profit- 
and-loss account because it did not affect the working 
capital as has been pointed out before. The debit was 
made to profit and loss (surplus on the balance-sheet) 
and the credit to machinery, both accounts standing in 
the non-current section. 

Adjustment (F); Cross reference (5) 

The bond discount amortized during the period, $4,930, did not 
involve a decrease in working funds. (It would, were unamortized 
discount included among current assets.) Again, the debit, as 
well as the credit, is outside the working capital. The adjustment 
cancels the original entry. 
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Adjustment (G); Cross reference (7) 

Similarly, the entry for current depreciation is reversed. No 
outlay of current funds was required by this provision, and the 
entry setting up depreciation for the period did not affect any of 
the accounts in the current division. 

Adjustment (H); Cross reference (8) 

The increase of $80,000 in capital stock represents shares issued 
for a stock dividend and for bonus stock of $65,000 and $15,000, 
respectively. Thus the issue did not produce any current funds. 
Once more, the book entries made are confined to the non-current 
section. Note that the adjustment credits back to profit-and-loss 
account the bonus stock which though an expense did not draw 
upon the working capital. 

Adjustment (1) 

This is merely a return of an appropriation to surplus. 
Adjustment (K); Cross reference (9) 

The net profit for the year formerly transferred to surplus is 
now thrown back into the profit-and-loss column. This column 
has already received adjustments for all elements in the profit- 
and-loss account that did not affect the working capital. The 
balancing figure (cross reference 10) is then brought into “funds 
received.” 


GENERAL COMMENTS 


As will be seen, the space for adjustments on the working sheet 
(non-current section) is so arranged as to segregate transactions 
into those within and those without the profit-and-loss account. 
The purpose of the adjustments is to eliminate all factors not 
relating to the current section; most adjustments are mere 
reversals of entries previously recorded on the books. The 
adjusted increases and decreases, together with the balancing 
figure in the profit-and-loss column, then make up what goes into 
the application-of-fund statement. 

Attention is called to the reference figures by which the various 
items may be traced from the working sheet to the statement. 


CURRENT SECTION (WORKING CAPITAL) 


Increase 
1928 1929 Decrease 
Current Assets: 
SNE oh oats 6 00 Sed eeu smeael $ 52,441.18 $ 40,020.55 $ 12,420.63 
Receivables (net)............... 189,245.20 180,671.32 8,573.88 
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— 
EE a ee $536,782.43 $473,488.17 $ 63,294.26 
Prepaid expenses............... 5,221.85 12,673.34 7,451.49 
MS vies > cae Tak 0 cate $783,690.66 $706,853.38 $ 76,837.28 
Current liabilities: 
Accounts payable.............. $ 48,382.96 $ 79,845.58 $ 31,462.62 
ET OEE 4,815.00 6,238.99 1,423.99 
MRS Ob dic de bac niccestacees $ 53,197.96 $ 86,084.57 $ 32,886.61 
Net working capital.............. $730,492.70 $620,768.81 $109,723.89 
APPLICATION OF FUNDS STATEMENT 
Funds received: : 
EE os eee ee wa $ 8,983.38 (9) & 
Eliminate items not affecting working capital 2) 
(a) Add: losses and charges not requiring ES 
an outlay of working funds: < 
Loss on sale of equipment............ $32,594.35 (4) 
Depreciation provided for........... 24,261.60 (7) 
Bond discount amortized............ 4,930.00 (5) a 
EE eae 15,000.00 (8) 76,785.95 : 
MH 
$ 85,769.33 a 
(b) Deduct: Profits and credits (included in z 
receipts below): i 
Profit on investments sold........... $ 5,320.00 (1) F} 
Proceeds from insurance policy in excess 2 
of surrender value................ 31,761.53 (2) 37,081.53 M 
Net funds derived from business opera- 
ae ie EE oe 5 meal tie eed aah ok 16-0 gah 6 gre uba-e h-as ont anda aod $ 48,687.80 (10) 
Other receipts: 
Life insurance collected. ................ 50,000.00 (2) 
I SE 19,000.00 (1) 
I 6+ s'badns es bess acbdadsss 20,000 . 00 (4) 
Total funds received................. $137,687.80 
Funds disbursed: 
Purchase of fixed assets: 
i ain ik eeidthkhe sine tates <4 $ 22,000.00 (3) 
Building, machinery, etc.............. $262,911.69 
Less: purchase money obligation... . . 45,000.00 217,911.69 (4) 
Mortgage redeemed. ................... 7,500 . 00 (6) 
Total funds disbursed................ 247,411.69 


Excess of funds disbursed over funds received 
~—Decreasing working capital... .......... $109,723.89 
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In These Times 
By L. U. CRAWFORD 


After listening to the woes of clients, when we accountants really 
were intent on renewing engagements, and hearing others express 
their fears, there comes a bitter north wind with a six-inch snow 
and a temperature about to stumble over zero. In the evening, 
sheltered from the storm, one turns to the poet for diversion and 
finds: 


“The melancholy days are come, 
The saddest of the year, 
With wailing winds and naked woods, 
And meadows brown and sear.” 
Fine: so one turns to another and is further comforted by 


congenial company: 
“The day is cold and dark and dreary, 
It rains and the wind is never weary, 
The vine still clings to the mouldering wall, 
But at every gust the dead leaves fall 
And the day is cold and dark and dreary.” 

It is nice to have company when it fits so gracefully into one’s 
mood. What appropriate refrains for the chorus of blues singers. 
But one hurries on and, lo, ‘‘The Lord tempers the wind to the 
shorn lamb”? It is enough to make old “J. Fuller Gloom” 
gloat, for there seems every reason to be as miserable as even he 
might wish to be. Morning comes and with it the teaching of 
the fathers who seemed to feel that, as the rod is applied, so is the 
lesson learned; wherefore the dictum “if you are not busy, get 
busy’”’ leaves no more time to enjoy troubles. 

While busy doing nothing, it develops that annual reports for 
the X Company are interesting, in that the company made excel- 
lent earnings in the years preceding 1929, slipped a little in that . 
year, showed much reduced profits in 1930, a substantial loss in 
1931 and a greater loss in 1932. A graph is prepared based 
upon yearly totals and, for the years 1930, 1931 and 1932, it 
is found that the line representing gross sales looks almost like 
a toboggan slide. The line for the cost of goods, however, is not 
so steep, so that the space representing gross profits narrows 
rapidly. Management has cut its expenses, yet the line for net 
profits in 1932 seems to emulate a plummet. All this is extremely 
interesting, so one goes further and finds that the average normal 
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markup was 25 per cent., that there has been a shrinkage of 20 
per cent. in the volume of goods sold, a decline of 30 per cent. in 
the cost of goods, reductions lowering average markup 15 per 
cent., and a reduction of 25 per cent. in expenses. From a net 
earning of $40,000 in a so-called normal year, there is now a net 
loss of $24,800, a change of $64,800. This broken down as to 
sources shows the following: 


Loss from shrinkage in volume of goods sold................... $ 40,000 
Loss from decline in cost (a lesser base for markup)............ 48,000 
Loss from lowering markup (specials, discounts and concessions, 
GRD oo x 0ncseecd scree skblins }040% ede eee 16,800 
Te. 66 a a Cee eee $104,800 
Less sedation i GOOG 6 a6 ini 5 ik dS RA 6 STS 40,000 
Net loss as compared with the normal year................ $ 64,800 


Management was interested ; it asked that a way be pointed out; 
it wanted an immediate remedy. Ouch! That, when our econo- 
mists, engineers and other most eminent counselors of busi- 
ness during the last three years have solved the problem in all 
ways—and hope to find sometime the way. More digging, and it 
develops that, while most departments are down on their esti- 
mated average markup, one which should have 3314 per cent. is 
below 6 percent. Management talked one’s language this time; it 
wanted one to check that department and find out what went 
wrong. Possibly it will want methods for costing sales so that it 
may know results in time to do some good, instead of waiting for 
ancient history at inventory time. It may want analyses to de- 
termine whether lines are profitable, and whether salesmen are 
bringing in a profit or are selling on the strength of price con- 
cessions. 

Now comes the B. Manufacturing Company which made large 
profits in ‘‘normal” times. In 1927 its business demanded addi- 
tional facilities, so it planned to construct a plant to meet present 
needs and to care for a considerable future growth. It sold pre- 
ferred stock and bonds to finance the improvement. The com- 
pany’s sales are now about 50 per cent. of the plant’s capacity and 
prices have been cut 30 per cent. by competition. A man with 
a knowledge of the business bought a bankrupt plant at sacrifice 
prices, put in some additional equipment at present costs and, since 
no elaborate organization is necessary to the small plant, can 
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undersell the larger company. Management considers writing 
down its stock and reducing its plant values. It should consider 
seriously the basis upon which this is done, since, in case of a busi- 
ness revival, too great a writing down may result in paying taxes 
on an apparent profit arising because of the writing-off of an an- 
ticipated loss. It was suggested that the desired end might be 
accomplished by spreading overhead upon plant capacity, using 
as a charge to operations the pro-rata only upon actual pro- 
duction. Management wants a decision right off the bat, but 
one hopes it will use discretion. 

And then there was a pleasant visit with a banker friend and 
he told of his problems and how times make it necessary that he 
know more than ever about the condition of firms seeking to 
borrow money. He felt that accountants should shoulder the 
burden, accept full responsibility for inventories and should de- 
mand that clients permit the work necessary to making unquali- 
fied certificates. One thought of how he had accepted certificates 
of fellows who never made any such requirements at a time when 
one had fallen for that idea, but one was too polite to mention it. 
It was said that, being dependent upon clients for pay, the clients 
feeling particularly hard-up, it seemed beyond the limits of abil- 
ity to dictate the scope of the work, and that it might, therefore, 
be necessary to qualify still further. Also, that one somehow had 
an impression that the fellow who held the purse strings was in 
position to dictate; that there was never a time when bankers 
were in better position to dictate, nor ever a time when it was more 
imperative that they do dictate to prospective borrowers. 

The conversation turned to certified balance-sheets, and it 
was explained that they were merely accountants’ opinions, and 
that one accountant had no very high regard for such statements. 
A snap-shot of a horse rising to take a hurdle was a true picture 
of fact, but it held out no indication as to whether the horse would 
win the race or was on the way to break its neck. A balance- 
sheet was a snap-shot, at an instant, of how the picture looked, 
in an accountant’s opinion, but it gave no judgment as to whether 
the business was on the road to success or was on well greased 
skids. Why did not commercial bankers demand comparative 
statements covering a number of years both as to financial con- 
dition and the results of operations and have submitted there- 
with graphs showing comparative ratios and trends? Above all, 
why did not bankers always demand copies of accountants’ re- 
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ports and require that they be given the right to call accountants 
into conference? Of course, one should have been more careful, 
but it is hoped that he will not go beyond a safe depth. 

The farther one goes, the more he is troubled. A new era is 
being born out of the world’s travail, and people must learn again 
how to stand and how to walk upon their own feet. Folk just 
can’t continue to rely on Santa Claus. Business must be pointed 
to the way of profit; finance needs some one to analyze affairs 
and to state propositions so that pitfalls may be avoided; regu- 
latory bodies and those regulated are in a quandary, for the 
“cost of reproduction”’ is coming home to roost; government 
must find a way to bridge the quicksands of bankruptcy; tax- 
payers must be made to realize that reduction of expenses means 
the foregoing of many things which they now enjoy, and must 
precede a reduction of taxes; and, above all, there must be some- 
one to say ‘“‘No” and to make plain the reason. The urgency of 
their needs and the stress of their fears are blinding many to the 
unsoundness of proposals and are warping judgments when safety 
lies only in the power of sound thinking. 

Accountants are distressed to find that, after all these years, 
there are opening before them fields so broad that compre- 
hension fails to define the limits. They worked hard to become 
adept in tracing falsification, fraud and peculation and in the 
presentation of facts; they labored to devise methods of account- 
ing and delved into corporate procedure; then they struggled with 
the intricacies of ever-changing income-tax laws; their brains 
have been fagged in attaining proficiency in the proper statement 
and presentation of financial and operating data; and now they 
are confronted with demands that they grasp things which even 
as yet are seen but dimly. It is disturbing to find the stern finger 
of duty pointing and demanding that we accountants measure 
up, shed our complacency, forget our peace of mind and curtail 
our leisure even to the burning of midnight oil. The knowledge 
of a service rendered, of a job well done, may be the highest re- 
ward, but one can not escape responsibility. 
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Accounting as a Field for Colored Men 


By I. MAXIMILIAN MARTIN 


There are at least seven negro certified public accountants in 
the United States, according to a recent survey. There are two 
in Georgia and one each in Illinois, Kentucky, New Hampshire, 
New York and West Virginia. All are actively engaged in public 
practice with the exception of one, who is comptroller of Howard 
university in Washington and one who is now serving as United 
States minister to Liberia. 

I made a study of accounting as a field for colored men and 
submitted my findings as a master’s thesis in accounting. The 
purpose of the survey was to discover what colored men are 
doing in the field of accounting and to determine what opportuni- 
ties accountancy offers to trained young colored men and par- 
ticularly college men. The field of accounting was divided into 
three parts: public accounting, private accounting and the teach- 
ing of accounting in colleges. Information was gathered on each 
of these fields by means of interviews, questionnaires and cor- 
respondence. 

Considering the field of accounting education, I find that there 
are fifty-four colleges for the education of negro youth, most of 
them in the southern states. The catalogue of each of these 
schools was examined and it was discovered that twenty of them 
offered accounting courses. A questionnaire was then sent to 
each of these institutions asking information as to the nature of 
the courses given, the number of accounting instructors and the 
enrolment in the accounting courses, etc. Replies were received 
from eighteen of these institutions. Quite naturally there was a 
great deal of variance in the extent of the accounting instruction 
given in the variouscolleges. The majority of the schools confined 
themselves to instruction in elementary and advanced account- 
ing. All of the twenty colleges offered a course in elementary 
accounting, and eighteen offered one in advanced accounting. 
Only seven of the schools offered auditing and cost account- 
ing. Five institutions give a course in accounting systems, 
while three list income-tax courses. 

The whole field of business education is a new one in the negro 
colleges. The colleges covered in this survey reported a total of 
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760 students majoring in business administration. The enrol- 
ment in all of the accounting courses in these institutions totaled 
527 students. Twenty-two persons are engaged in teaching ac- 
counting in the colored colleges. Thirteen of this number are 
primarily teachers of accounting while the others teach account- 
ing as incidental to other business subjects. Hampton institute 
in Virginia has the largest number studying accounting—92 
students, followed by Howard university with an enrolment in 
the accounting courses of 70 students. 

The 1930 census shows that 163 negroes were engaged as ‘‘ac- 
countants and auditors.”’ This represents a 100 percent. increase 
over the 1920 census when 80 colored accountants were enumer- 
ated. Of course this includes persons in private employment as 
well as public accountants. Through the codperation of the 
United States department of commerce, the various teachers of 
accounting in the negro colleges and numerous colored business 
men throughout the country, contacts were established with a 
number of colored public accountants. A questionnaire was sent 
to each of these accountants in order to gather data on the nature 
of his practice, the problems with which he was confronted and 
to get his opinion of the possibilities in the field. 

One of the first colored men to enter the field of public account- 
ing recounted his experiences as follows: 

“Immediately after graduation from university in 1914, I applied to take 
the C. P. A. examination. . . . However I could not meet the requirement of 
the law which provided that all applicants must have three years of practical 
experience with a firm of certified public accountants. You can realize the fact 
that it was impossible for me to meet this provision because white firms would 
not employ me and there were no negro firms of certified public accountants. 
I was very much disappointed but not discouraged. I began practising on 
my own account and have been quite successful in establishing a good clien- 
tele, both white and colored.” 

Since that time additional men have entered the field. Two 
of the C. P. A’s were listed in the 1925 Accountants’ Directory 
and Who's Who. Forty-two colored men were found to be en- 
gaged in public accounting during the course of this survey. 
Of this number twenty-one are firm members, six are senior ac- 
countants and fifteen are juniors. In addition to the seven certi- 
fied public accountants, replies were received from four negro 
registered public accountants in Illinois. There are only three 
partnerships among the colored accountants, while eleven ac- 
countants reported that they practised on their own account. 

An analysis of the types of business which, the colored ac- 
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countants stated, furnished them with their practice, showed that 
they ranked in importance as follows: 

. Fraternal orders (insurance) 

. Insurance companies 

. Institutions, schools, churches 

. Real-estate concerns 

. Banks and finance companies 

. Manufacturing and merchandising concerns 

That true merit is sometimes recognized in spite of popular 
prejudices is shown by the fact that most of the accountants (nine 
out of fourteen) enjoyed business from white concerns as well as 
those conducted by colored men. Three accountants in the north 
received the majority of their practice from white businesses— 
98 per cent., 90 per cent., and 80 per cent., respectively. In the 
south one accountant receives 15 per cent. of his work from this 
source. Two northern accountants had 25 per cent. of their 
practice among white business men and two more each had 10 
per cent. 

There are three important problems which face the colored 
accountant in the practice of his profession: 

1. Gaining suitable experience with a firm of accountants. 

2. Qualifying under the restrictive accounting laws of certain 
states. 

3. Proving his worth. 

While these are three distinct problems, yet there is a great deal 
of inter-relation between them. As to the first problem, it is very 
difficult for the colored man to gain employment with a reputable 
firm of public accountants. This difficulty is caused by the 
belief of accounting firms that their clients’ employees will object 
to having a colored man come into their office to examine their 
books. However, when one considers the fact that three colored 
accountants have practically all of their work among white clients 
and the majority of the others have varying percentages of such 
practice, it becomes evident that there is not quite as much weight 
to this supposition as might be assumed. One might also con- 
sider the fact that in several states colored men are employed in 
auditing capacities with the banking, insurance and tax-examina- 
tion departments. Practically all the work of these men is done 
among white concerns, without objections on their part. In 
three cases which came to my attention, colored accountants 
have received their experience with white C. P. A.’s, one of whom 
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was in a southern state. All of these men have since passed their 
state board examinations and received their certificates and are 
now successfully engaged in practice. 

Turning to the second problem one finds a growing tendency 
on the part of various states to restrict the practice of accountancy. 
In many instances where the colored accountant could not obtain 
employment with an accounting firm he has been able to open up 
an office and practise for himself. The restrictive laws prevent 
him from doing this unless he is certified. Most states require 
the applicant to obtain a certain amount of experience with a 
C. P. A. in order to qualify for the examination. Unless there is a 
colored C. P. A. in that state or a white accountant who will give 
him the opportunity to meet these requirements, the young 
colored accountant is practically excluded from the practice of his 
profession. 

The third problem is almost entirely a result of the first two 
problems. Because the colored accountant has so often been 
denied the opportunity of gaining experience with an accounting 
firm, in many cases he has been forced to establish his own prac- 
tice. This is indeed a difficult task. Since he does not hold a 
C. P. A. certificate or can not state that he has been associated 
with the firm of ‘“‘ Dash and Blank” or “ John Doe & Co., certified 
public accountants,” in many instances the colored business man 
has regarded him with skepticism. Accordingly, the colored 
accountant has been forced to confine himself to doing work for 
small businesses, supervising the bookkeeping, making state- 
ments, etc., until he has established a name for himself. On 
the other hand, where the accountant possesses a C. P. A. cer- 
tificate or has been fortunate enough to gain his experience with 
an established firm, he seems to be immediately assured of a lu- 
crative practice. 

The majority of the colored men in the field of private account- 
ing were found to be employed in businesses conducted by colored 
men. Replies received from eight of the colored colleges indi- 
cated that most of their accounting graduates were working with 
insurance companies, schools and institutions, banks and mer- 
chandising concerns. In recent years, however, another 
employment has been open, that of accounting work for state, 
municipal and federal governments. In several of the northern 
states I discovered that colored men are occupying positions as 
examiners in the banking and insurance departments and as in- 
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come-tax auditors and accountants in various other departments. 
Such positions not only provide the colored accountant with em- 
ployment but also in some cases help him to meet the C. P. A. 
experience requirements. 

Colored men have entered all of the branches of accounting. 
Although they have been few in number, yet they have clearly 
demonstrated that the field of accounting is one in which a 
properly trained colored man, with ambition and courage, can 
succeed. The field of collegiate education in accounting in the 
negro colleges should continue to be an attractive one. As one 
teacher of accounting states: 

“The teaching of accounting and business generally ought to offer consider- 


able employment to prepared men. I believethat all of the leading schools now 
see the need of commercial training of the college standard.” 


It is probable that there will be a growth in the number of col- 
ored men entering the field of private accounting. The growth in 
the number of larger businesses conducted by colored men should 
provide additional openings. Others should be able to find em- 
ployment in state, municipal and federal positions, particularly 
where such positions come under the civil service. 

The field of public accounting will continue to be the most 
difficult one for colored men to enter for some time tocome. The 
colored public accountant today is in the same position as the 
colored doctor or lawyer was twenty-five years ago. He must 
do a great deal of pioneer work before he is properly recognized. 
However, the information gathered during this survey indicated 
that the field of public accounting is practically untouched as far 
as the colored man is concerned. The real development of busi- 
nesses among negroes is just beginning and a wonderful oppor- 
tunity to be of real service in the guidance and advising of these 
enterprises awaits the colored accountant. 
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The Hardwood Flooring Industry 


By Jonn H. WorRMAN 


This article has been written in the hope of presenting the sali- 
ent features of the hardwood-flooring industry in a manner which 
may prove interesting and possibly helpful to public accountants, 
in particular, and also to others having a common interest in the 
progress of the industry. 

Exclusive of clerical and sales departments, the work of a floor- 
ing manufacturing plant may be organized generally as shown in 
the chart on next page. 

The raw materials used in the manufacture of high grade hard- 
wood flooring are white oak, red oak, maple, beech and birch 
lumber. 

There are some fifty species of oaks in the United States, most 
of which attain a merchantable size, and many of them rank 
among the largest and finest of hardwoods. Most of the oak 
lumber marketed is sold under the name of either white or red oak. 
The wood of oak lumber is heavy, strong, hard and tough, with a 
characteristic figure, which makes it a standard flooring wood. 
Approximately 32 per cent. of the oak produced is manufactured into 
flooring and millwork, of which flooring constitutes the greater 
part. There are four species of maple of commercial importance, 
but hard maple is the only kind used for flooring and for any 
other product wherever strength, or resistance to wear, are the de- 
termining qualities. About 34 per cent. of all maple lumber pro- 
duced for factory purposes is used in the manufacture of flooring. 
The sapwood of maple makes better flooring and is considered 
more desirable than heartwood. Asin any other business the near- 
ness of the manufacturing plant to the source of raw material is ad- 
vantageous, since close proximity of source of supply lessens delays 
in shipment and also decreases the time between the placing of 
an order and the actual receipt of the goods. Since flooring is 
a product generally in demand by building trades in all localities, 
nearness to the raw material supply is more desirable than close 
proximity of markets; then, too, flooring is lighter and less bulky 
than rough lumber, and is more easily transported. 

In the present discussion of manufacturing processes, considera- 
tion is given only to red and white oak lumber as raw materials. 
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The amount of other kinds of hardwoods consumed is relatively 
small. 

Lumber, to be remanufactured into flooring, must be air-dried 
at least ninety (90) days, and the grades mostly used are number 
1, 2 and 3A common, one inch in thickness. The poorer the 
grade used the greater will be the waste, through knots, checking 
and other defects. It is impossible to state the percentage of 
waste to be expected, as that is dependent upon the grade of 
lumber used and the care used in the processes of manufacture. 

Properly air-dried lumber is first placed in the dry kilns for 
further drying. Dry kilns may be operated as progressive or 
compartment kilns. In the former case, the charge of lumber 
present at any time represents varying degrees of dryness from 
the ‘‘green’’ or ‘‘charge”’ end to the “dry” or “discharge”’ end of 
the kiln. The procedure is to remove one or more kiln truck 
loads of lumber from the dry end of the kilns, then to advance the 
remaining loaded trucks as far as possible toward the dry end; 
following which, trucks of lumber from the yard are placed in the 
charge or green end. The approximate time consumed in drying 
is seven days. 

In the ‘‘compartment”’ type kiln, the entire charge remains in 
the chamber until dried to the desired point of moisture content, 
when its kiln is entirely emptied and again charged. 

The progressive type of kiln is preferred in the flooring indus- 
try, because a continuous supply of dried lumber is released in 
reasonable quantities, according to the number of kilns in opera- 
tion, requiring only a minimum of cooling or storage space; while, 
with the compartment type of kilns, storage space must be pro- 
vided for the whole charge of each kiln in operation. This 
requires additional facilities in cooling or storage sheds, with 
attendant possibilities of moisture absorption beyond the 
point desirable, before being consumed in the production of 
flooring. 

Lumber taken from the dry kiln should be allowed to cool for 
about thirty-six hours before being sent to the machines. Hot 
lumber is brittle and leads to more waste in manufacture and a 
higher percentage of ‘‘degrades,” such as chipped and torn grain. 
Besides, flooring so manufactured has a tendency to “grow” or 
increase in size by absorption of moisture after manufacture. 
This condition is very undesirable, since flooring must be pro- 
duced in exact sizes to meet association standards. 
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The loaded trucks are conveyed from the cooling shed to the 
lumber-lifts and raised into position in front of the rip saws. 
This is the first manufacturing operation. 

The rip saws rip the lumber stock in narrow strips of proper 
width to produce the size of flooring desired. One inch stock of 
desired width is used in the manufacture of flooring 134 of an inch 
in thickness, and one inch stock is resawed in the center, for use in 
producing flooring 3% of an inch in thickness. An efficient sawyer 
rips the stock to produce as little as possible waste in edging 
strips, which must be sent to the wood pile as refuse by a con- 
veyor system, after being cut in short pieces by saws. 

The rough flooring strips, from the rip saw, are placed by the 
tailer-man on a conveyor, which carries them to the trimmers or 
knot saws. In this operation all large knots and other defects are 
removed. This is done because large knots would be knocked 
out in the planers and defective ends or split and crooked pieces 
may jam in the feed rolls of the planers and matchers and cause 
trouble and damage to the machine. At any rate such defects 
would have to be removed from the finished product in grading, 
and removing them at this point saves the time and cost of going 
through the machines and also the graders’ time. The strips, 
thus prepared, are sent by conveyors to the planer and matcher, 
where the feeder man places them on the automatic feed table 
of the machine, taking care to place the straightest, cleanest side 
next to the guide. The automatic feed table was introduced 
especially for use with planers and matchers. 

The formation of the tongue and groove in the edges of the 
flooring strip is what is known as “side matching.’’ The 134¢ inch 
flooring is produced with a hollow back, and the % inch product 
has two parallel scores on the back. The machine must be set to 
exact dimensions and the product is constantly tested for varia- 
tion with a steel gauge, by the machine man whose sole duty is to 
keep the planer and matcher running, as its speed sets the pace of 
production. A meter shows the lineal feet of strips run through 
the machine. The chief object in hollow backing flooring is to 
reduce weight, although it is some advantage to have a small air 
space between the sub-floor and the flooring-strip. Also, when the 
sub-floor is uneven, the hollow back may permit workmen to doa 
better job of laying the floor. 

At this point there are two plans of production: one of them 
sends the flooring from the planer and matchers to the graders 
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before being sent to the end-matchers, and the other puts the 
product through end-matchers before being graded. 

After grading, the clear strips are dropped on conveyors, which 
carry them direct to the end-matchers, while defective strips are 
conveyed back to the trim saws and thence to be end-matched. 
The process of end-matching is performed by a machine which 
automatically squares the ends of the strips and puts a groove in 
one end and a tongue on the other, all that the machine feeder 
does is to butt the end of the strip against a feeder plate and the 
rest of the operation is performed without further attention. 
When the operation is performed, the strips are completely fin- 
ished and go by a conveyor to the sorting table. 

The sorters stand between the table and the sorting racks, 
which have a separate compartment for each of the grades and 
the different lengths. The sorters know the distinctive symbols 
placed on back of the strips by the graders, and, giving considera- 
tion to the length, place them in the proper compartment of the 
rack. On the opposite side of the sorting rack are the bundling 
and marking tables, and as the compartment becomes filled by 
the sorters, the bundlers remove the strips, and after stamping 
them with the proper grade stamp and attaching the labels, they 
are securely bundled by tying with wire. Before being bound 
final inspection is occasionally made to test the accuracy of the 
graders and sorters. 

The bundled flooring is now loaded on trucks and sent to the 
warehouse for storage or placed direct in cars for shipment. The 
flooring, stored in the warehouse, is stacked in sections according 
to size, grade and lengths; the amount of any size, grade and 
length may readily be ascertained from stock records, which show 
the production and sales, the balance being the inventory on hand 
at any given time. 

In flooring mills, where parquet and block flooring is manufac- 
tured, special machines are installed, which automatically match 
both sides and ends of ‘“‘short’’ flooring. When laid, the pieces 
are tied together with a wooden or steel spline of exact size to fit 
the grooves cut in the sides and ends of the squares. The blocks 
are made up into squares of various sizes from stock of different 
widths and thickness, and of course in several grades. 

The flooring is bundled in various lengths two feet and longer. 
When a shipment is sent out, the average length necessary to meet 
grade requirements, i. e., an average of five feet in length for first 
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grade, is found by computing the total lineal feet in the shipment 
and dividing this figure by the total number of pieces shipped. 
If the average length, thus obtained, is less than required, longer 
pieces are substituted, until the proper average is reached. Pieces 
under two feet in length are known as “shorts.” 

By-products such as trimmings, shavings, sawdust, etc., may 
be sold or used as fuel. The recovery made from the sale of such 
products may either be considered as a part of the income of the 
business or applied as a reduction in the cost of the product. 

The proper control of materials is a necessity to efficient produc- 
tion methods and furnishes accurate data to the purchasing agent 
and the sales department as well. Correct information helps to 
eliminate wasteful purchasing and the consequent tying up of 
capital in needless inventories; and, on the other hand, book 
inventories of finished flooring keep the management and sales 
organization apprised of available stocks of various sizes and 
grades already on hand to fill incoming orders. 

Lumber is bought subject to inspection before acceptance, and 
for this reason, if no other, a car record book should be kept, 
which will show the cars received on company side tracks, together 
with the date switched in; date inspection was passed; date un- 
loaded; from whom purchased and freight paid. 

Unloading tallies should be furnished for each car unloaded, to 
show the kind, grade, size, feetage in the car and where stacked 
on the yard. These tallies served as a basis of the charges to lum- 
ber inventory accounts. The form of inventory sheet to be used 
is not material so long as it furnishes details regarding the inven- 
tory to begin; the purchases for the period; the amount delivered 
to the kilns or sold; the inventory at the end of the period. This 
sort of record should be available for each kind, size and grade of 
lumber and may be kept in thousands of feet only or show money 
value also. 

Since all lumber going into the production of flooring must be 
kiln dried, it is necessary to set up a ‘“‘kiln record book,” supple- 
mented by daily kiln progress reports from which the kiln record is 
written up. The record must show the inventory of lumber in the 
kiln at the beginning of the period; charges during the month; 
discharges to production, or sold; inventory of partly dried lum- 
ber at the end of the period in thousands of feet. 

The book or perpetual inventory records will show the lumber 
on hand at any date, as represented by the difference between the 
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inventory at the beginning of the period, plus the purchases, 
decreased by the lumber sold or consumed in flooring, as shown 
by the daily production reports. This inventory will comprise 
lumber in the yard not yet kiln dried; lumber in kilns; kiln 
dried lumber on trucks, etc., in the plant not yet put into produc- 
tion. 

The daily production report should provide information as to 
the kind, size, grade, etc., of lumber consumed in thousands of 
feet, and also the quantity in a thousand feet of flooring produced, 
by kind, size and grade. The production reports serve as a basis 
for the credits to lumber inventory accounts for consumption and 
for the charges to the finished flooring inventories for flooring 
produced. 

The same type of inventory record as for lumber may be used 
for finished flooring, and the detail should be kept by sizes and 
grades for reasons previously given. The debits to the flooring 
inventory accounts during a period, after giving effect to waste 
in manufacture (sometimes as high as 30%), will tie up with the 
lumber consumed as shown by production reports and the cred- 
its to the lumber accounts, while the credits should agree with the 
total sales in thousands of feet, as shown by the sales record. 

Physical inventories are usually taken at the end of each 
month or operating period and the book inventories are adjusted 
to them. 

A record of supplies should be kept in the same manner as in 
other kinds of business, in the custody of a stock clerk, who will 
issue the supplies on requisition and provide the information for 
their proper charge to the operating accounts affected. 

For balance-sheet purposes all physical inventories should be 
adjusted to the basis of cost or market, whichever is the lower at 
the end of the accounting period. 

The most common method of paying wages is on the basis of 
hours worked, and overtime is paid for, usually, on a time and 
one-half rate. 

The forms of labor which lend themselves readily to piece work, 
or a thousand feet basis are unloading, assorting and piling 
lumber on the yard and stacking on kiln trucks. Other classes of 
labor such as rip-sawing, resawing, feeding machines, trimming 
and grading have often been placed on a bonus basis. 

Flooring strips are ripped from stock of various widths and 
qualities, and retrimmed in the line of production. The normal 
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percentage of waste in producing flooring strips is high, often 
running upwards of twenty-five (25%) to thirty (30%) per 
cent. A bonus system must be planned with the view of de- 
creasing the amount of waste instead of with the intent to in- 
crease production. 

The manufacture of flooring is a continuous process type of 
production, with the final determination of cost on the unit of 
production basis of a thousand feet of flooring produced. The 
manufacturing expenses or overhead for any given period of 
operation must be absorbed in the production of that period 
on the basis of thousand of feet produced. The combined 
material and labor costs, increased by the overhead expenses 
applicable to the period, divided by one thousand feet of produc- 
tion, gives the cost of manufacture per thousand feet. 

Depreciation of physical properties does not present any un- 
usual features. Composite rates are usually used on mill machin- 
ery and equipment, although, if split into small units, different 
rates would apply. The problem of obsolescence sometimes 
arises, in cases where improved machines electrically driven may 
be installed to replace old type belt-driven machines at a lower 
operating cost, with a factor of added safety to workmen and a 
reduction in fire hazard due to elimination of the danger of hot 
bearings on line shafting, no longer necessary. 

A table of depreciation rates used in the industry and allowed 
the commissioner of internal revenue in the preparation of federal 


income-tax returns follows: 
Rate 


Buildings—wood 
Buildings—brick 

Dry kilns and equipment 
Machinery and equipment 
Office furniture and fixtures 
Delivery equipment 

Railroad sidings in plant yards 


A detailed plant ledger, controlled by an account in the general 
ledger, will facilitate the computation of depreciation. It may 
be further extended to provide, with other necessary details, a 
column each for depreciation and repairs. A separate sheet or 
card should be provided in the plant ledger for each machine or 
other property, showing details. 

In many cases, it is next to impossible to obtain the necessary 
details for the opening of a plant ledger without appraisal. Es- 
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pecially is this true where the plant accounts run back several 
years and the separate identity of the component parts is lost. 
However, such a record will furnish information as to original 
cost and accrued depreciation on items of plant which it may be- 
come necessary to replace for one reason or another. If a record 
of repairs is kept in the manner suggested, as a part of the detail 
of the plant ledger, the complete details of all maintenance and 
repair charges appearing in the profit-and-loss account, will 
be readily available, thus furnishing information as to what 
types of machines or equipment are costing the most in the way of 
maintenance. 

Distribution costs, embracing warehousing, transportation, 
selling, etc., together with administrative and general expenses, 
form no part of the manufacturing cost of the product, and none 
of these elements should be added to the inventory valuation of 
finished product. The proper unit of cost for such elements 
should be the cost of per thousand feet of sales. 

The problems of moving lumber and lumber products to the 
ultimate point of consumption, either directly or through the 
medium of the wholesalers, middlemen or contractors, are most 
intricate. 

Three factors which control the movement of these products to 
their destination are, first, demand of the market for products 
having certain properties; second, price at point of delivery in 
competition with the small manufacturers in close proximity to 
the market in question; third, freight rates from the manufactur- 
ing plant to point of delivery. The cost of shipping in less than 
carloads is so excessive as to be almost prohibitive, except when 
shipped in local carload lots. Manufacturers do not always 
understand the particular demands of each local market, as these 
vary greatly from locality to locality. In:some markets, for 
instance, 2% inch flooring only is marketable, while in another 
only 2% or 2 inch flooring will be acceptable. Local customs 
are exceedingly important in the distribution of wood products. 

The principal agencies in the distribution of wood products 
are, manufacturers selling agencies, wholesale dealers, commis- 
sion men, retail dealers, transportation and traffic. 

The retail dealer stands as the ultimate distributor of lumber 
products. It is estimated that 70 per cent. to 75 per cent. of all 
such products are distributed by retailers to the consuming pub- 
lic. The cost of retail distribution is usually high, varying from 
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15 per cent. to 25 per cent. of the purchase price. In a highly 
competitive field, the retailer sells to architects, contractors, 
builders and even home owners themselves. 

The general practice of manufacturers is to make their sales 
price F.O.B. cars at shipping point, with freight allowed to desti- 
nation, with the legal result that the buyer becomes owner, as 
soon as the cars are loaded and a bill of lading issued, and, in 
event of damage en route, he must look to the common carrier 
for redress. 

The usual terms of credit to concerns whose rating is sufficiently 
high are as follows: 

Prices are F.O.B. cars at destination, freight paid by purchaser 
on arrival. 

Payments, net cash, thirty to sixty days from date of shipment, 
or 2 per cent. discount after deducting freight, if paid within ten to 
twenty days from date of invoice. Freight allowances are only 
made upon surrender of original or certified copy of receipted 
freight bill. Settlements made by trade acceptances are regu- 
larly accepted and longer terms sometimes granted. 

Cost records are most useful when tied into the general account- 
ing records by means of control accounts and subordinate ledgers, 
without which the cost records are memoranda only and lack the 
accuracy of double-entry control. Control accounts used are of 
three classes. 

First, the inventory accounts or accounts with lumber, splines, 
supplies, work in process and finished stock; second, accounts 
used to accumulate the overhead, etc., for the year, sometimes 
designated as monthly closing accounts; and, third, the manu- 
facturing overhead expense accounts, used each month to collect 
the charges, which are later distributed through the monthly 
closing account at the end of the month or other period (division 
of the year into four and five week operating periods is preferable 
to months). The tie-up of quantities in thousands of feet is as 
essential as a control of money value. 

The rule of inventory valuation is cost or market whichever 
is lower at a given balance-sheet date, although inventories are 
valued by some operators, who do not have accurate cost records, 
at selling list prices, less certain percentages, but this basis, where 
used is not usually in accordance with either cost or market values 
at the selected date. A determination of unit costs is necessary, 
in order that these may be compared with market prices, when 
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applying the rule of ‘‘cost or market, whichever is lower,” and, 
it also is an absolute necessity in fixing selling prices in an in- 
telligent manner. 

A balance-sheet and a profit-and-loss statement are next pre- 
sented, each followed by its respective comment, particularly 
with reference to items of a somewhat peculiar nature. 


BALANCE-SHEET 


Current assets: Assets 
ee ee ee $ 
Di IOOD 0s. 9k din a's Chung o'cavdhnienadeaenbal 
Customers’ notes and acceptances receivable ............. 
Customers’ Gipenmts SOOUEURIIR. 5 oo o.c5 cc ccc cccevccsccce 
Less: 
Reserve for estimated freight... ...............0000005 
ee Ta a nose ice eaendnsehaek neeaies 
Miscellaneous accounts receivable..................+2+4- 
Due from officers and employees .................-2-+000: 
Advances on lumber purchases..................00e0005: 
Consignments in hands of agents...................0000: 
Inventories: 
Lumber—green and dried... ..............eeceeeeees 
EE ee Peer ier ie 


Prepaid expenses: 
Unexpired insurance premiums.................2+eeee00: $ 
EA EO, 5.5: 0:6 5n.vaein ho 4 gue Bee 
SE I a sk cavccucupdas scans ae hauuns 
US IIS wo Sen c ccidec cdavectecceeteeeees 
Customers’ notes and accounts—not current ............... 
Stock subscription notes—secured. ..............ccceeeeeee 
Investments: 
Life insurance—cash surrender value..............-.005: 
Real eatate (not Ger MiMt GOR)... co ccc ccc ccessesvce 
Stocks and bonds of other companies.................... 
Investments in affiliated or subsidiary companies............ 
Advances to affiliated or subsidiary companies.............. 
Property, plant and equipment: 
DN, 4 ie dndeensrenis ahke dees hs4ehsneinan eee 
ED. ove cgcccdsdedancetapegstosenaantenehende nae 
PN inn cnchavbedpicveduanheeuacs oe ue buns ans mnie 
Peers aad Greets 0'6c osc ow cewan obs Need seieweer 
eben en8 CE: 665i sion odds Re ee 
Less: 
By tt IE, .. 5 ons cdnmbedies «3 saeco auan 
TNS vhs FUCbass-on 054 vacalaeascesseeyaneeen $ 
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cenmes 
Current liabilities: tabilities 
Notes payable—brokers 


Notes payable—banks 


Due to affiliated companies 

Bonded indebtedness (due within one year) 
Due to officers and employees 

Accrued liabilities 


Total current liabilities 
Bonded indebtedness (maturities beyond one year) 
Capital stock: 
Preferred— 
Authorized 


Less—unissued, pledged or in treasury 
shares of $ 


Surplus 
Contingent liabilities: 
Additional federal taxes (state years) 
Foreign drafts in collection 
Etc.—state nature and approximate amount of each item... 


Total liabilities 


It is probable that the item ‘‘notes receivable”’ will be found in 
most balance-sheets, but flooring is not regularly sold on note 
terms, and such items will usually be found to represent past due 
accounts receivable converted into notes, mainly to obtain 
acknowledgment of the debt. 

The reserve for estimated freight or sales freight reserve, as it is 
sometimes designated, is an account which may need some com- 
ment. Since the majority of flooring sold is invoiced “freight 
allowed to destination,’’ this freight represents a large portion 
of the total invoice price and requires special attention in the ac- 
counts. When the invoice is rendered the amount of freight is 
estimated by the seller and included. The purchaser, however, 
deducts the actual amount of freight paid. There will usually 
be a difference between the amount of estimated freight shown on 
the invoice and the amount deducted by the purchaser, due to 
errors, shrinkage, etc. The invoices are entered in a sales journal 


128 





The Hardwood Flooring Industry 








provided with special columns in which to show the total invoice, 
estimated freight, actual freight and flooring sales. At the end 
of the month a journal entry is made therefrom as follows: 


(Dr.) Accounts receivable 
(Cr.) Reserve for estimated freight $ xxx 
Flooring sales XXX 


When the paid freight bill is received by the seller, it is entered 
in the freight journal, which has columns for the recording of 
actual freight; estimated freight; adjustments to debit and credit 
and other information necessary to a clear record of freight pay- 
ments. The amount of estimated freight as shown by the sales 
journal is entered in the estimated freight column and any ad- 
justments are entered in the adjustment column. At the end of 
the month an entry must be made from the totals, shown by the 
freight journal, as follows: 

(Dr.) Reserve for estimated freight 


(Dr. or Cr.) Freight adjustments 
(Cr.) Accounts receivable 


The actual freight is entered in the sales journal opposite each 
car, and the open items of estimated freight must equal the bal- 
ance shown in the reserve for estimated freight. 

It is true that any adjustments between the estimated freight 
and actual freight on outstanding freight bills at the end of the 
accounting year affects the net income of the previous year. 
However, in offices that have an experienced traffic clerk, who 
estimates the freight from the tariffs published by the railroads, 
the amount of adjustments will usually be small, and the usual 
practice is to include them with the adjustments for the year in 
which the receipted freight bills are received. 

Many accountants show the accounts receivable gross as an 
asset and the reserve for estimated freight as a liability, but this 
method is wrong. The company does not owe the freight to any 
one, and neither does it expect to receive the total amount charged 
on open account; therefore, the proper method of showing the 
reserve for estimated freight in the balance-sheet is: 


Customers’ accounts receivable 
Less—reserve for estimated freight $ xxx 


Advances on future lumber purchases are often made by a 
manufacturer to small sawmills, and should always be shown 
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thus on the balance-sheet and not mingled with regular accounts 
receivable. 

Consignments are often outstanding and a close scrutiny and 
analysis must generally be made to discover consignments charged 
out as customers accounts receivable. Consignments should be 
shown at cost as a separate caption or included in the inventories 
on the balance-sheet. The same precautions as are necessary in 
any other “consignment outward” must be taken in the verifica- 
tion of these items. 

The following comment is necessary in relation to the presenta- 
tion of inventories in the balance-sheet. Quantities are not sus- 
ceptible to inflation where accurate cost records exist, without 
collusion of a number of employees, unless done in such a manner 
as to be easily detected in the perpetual-inventory records. 

The quantities and average cost per thousand feet and also per 
thousand feet according to grades having been traced to the cost 
records, it is fairly easy to check these prices against market 
quotations of the balance-sheet date. In the smaller flooring 
mills the costs are usually carried down only to the “‘cost per 
thousand feet” of flooring produced, without further allocation of 
costs to production according to grade and size produced. Since 
different grades and sizes of product bring a variety of prices, 
when sold, it is desirable to allocate costs accordingly, so that the 
different grades and sizes will produce about the same gross 
profit. If this is not done, and sales are confined during a certain 
operating period to low grades of flooring, the operations for that 
period will show a loss, when gross profits are based upon average 
cost—and should sales for a like period have been high grades, 
the period would show unusually large profits. Since certain 
grades and kinds of flooring are much more valuable than others, 
the apportionment of the costs over the production in such a man- 
ner that the higher grades will carry higher proportion of the costs 
will make it possible to sell low grades at some measure of profit. 

When the item ‘“ Advances to affiliated or/and subsidiary com- 
panies’’ appears in the accounts of a manufacturer, the advances 
must be stated separately in the balance-sheet. It may happen 
that the affiliated or subsidiary company has been formed to own 
timber tracts and to control logging and sawmill operations, 
which in turn furnish the company engaged in the manufacture 
of flooring with all or a greater part of the lumber used in its 
operations. Of course, the accounts of a subsidiary should, if 
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possible, be consolidated with those of the parent company in the 
preparation of a balance-sheet. In case this is not possible, a 
balance-sheet of the subsidiary should be presented in support of 
the account appearing in the balance-sheet of the parent company, 
in order that some opinion may be formed regarding liquidity of 
the account. 

In case of either type of advances or of investments in the stock 
of affiliated or subsidiary companies it is the accountants’ duty to 
satisfy himself as to the actual value of these accounts and to 
present them in the balance-sheet in a manner which clearly 
states their nature and will in no wise mislead any reader of the 
balance-sheet. 

PROFIT-AND-Loss STATEMENT 


For the year ended ........ 
or 
For the period from ........ PEP ere 


: 


Net sales to customers (M feet xxxxx)........... 0. ccc ee ceceecees $ 
TT re 
ee CE CRE, WI OU «6c nib.ig cs cen dncedecscdveuiee eee 
pf ee rey ee rh ERE wre ee RS 
Cost of sales: 
Cost of manufacture (schedule “1")................ $ xxx 
Increase or decrease in finished goods............... 
IRVOUROUEEE.. 0.5 0 cacksce dk ds ccetendedevaseeeeee XXX 


ALL 








: 


Cane OF IE 5. cdc odes 00 60 ddaS Re eee 





: 


Ct CONE OUTINGS 6 ss. 0 ov cc 6 ccnwdencdesugeeen een 
Operating expenses: 

Shipping and selling expenses (schedule “2"")........ XXX 

Administrative and general expenses (schedule ‘“‘2”’).. XXX 








“aE: 


Deeb epenttiies GOES GF BED. . oo oi cués st kbent cde seedane 
Miscellaneous income: 

PN I 60a osc avrcscccosaantnpeas ce 

Pe Cg i. a ncn dc vncdaasessaeweevescnans 


: 





: 


Miscellaneous charges: 
Sen ate WE ik ik. 00.0 0000 sd Weccndusaceas 
Interest on notes payable.................e.eeeees 
Amortization of bond discount...................-- 
Bad debts (less recoveries $ xxx)..............000- 





PE MN ik ck aici coh CEES ERODES sees eee 
Provision for federal and state income taxes................... 


male 


: 


Net income to surplus account. ...................0040- 
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In order to furnish sufficient detail for a proper analysis of the 
statement, a schedule of the cost of manufacture (schedule ‘1”’), 
and operating expenses (schedule ‘‘2”’) should be appended to the 
profit-and-loss statement in a form somewhat as follows: 


Schedule “1” 
Cost OF MANUFACTURE 
(State period) 


























Cost 
Cost per M feet Amount 
EE 
RT CII, cA xicccaacscvaxdse XXXX XXXX $ xxx $ xxx 
Lumber cost per M feet flooring....... XXXX XXXX 
Manufacturing expenses: 
8 a vis s 55 kwh cass agen ee XXXX XXX 
eee XXXX xxx 
Ry ee a er XXXX xxx 
ER Tis sk aaa w sce 5 hele bebe XXXX XXX 
EE OP Cee ee eee XXXX xxx 
Repairs and maintenance.................. XXXX XXX 
tks tbh e cin ebeekakahebe XXXX XXX 
Kiln cost: 
ET CPT TREE omer XXXX XXX 
Repairs and maintenance................ XXXX XXX 
Miscellaneous supplies.................. XXXX XXX 
Power cost: 
ng an cas eer XXXX XXX 
Repairs and maintenance................ XXXX XXX 
ee NE BOR oi oa kc ees cceWewe XXXX XXX Xxx 
Total manufacturing expenses......... XXXX XXX 
Total cost of manufacture............. XXXX $ xx 





| 





The cost per thousand feet in the statement of cost of manu- 
facture should be computed in dollars and cents on the thousand 
feet of flooring produced. 
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OPERATING EXPENSES Schedule ‘‘2”’ 


(State period) 
Cost 
per M feet Amount 
Shipping and selling expenses: 
Shipping expenses: 


5 
g 
: 
: 


Switching and demurrage............... xxx 
i ELC eee A aE oe pre XXX 
ee er Peres Cry rae XxX 
Bundling wire and supplies.............. XXX 


Total shipping expenses............... XXXX 


lelenae 


Selling expenses: 
Co 5 65.5 6.58 000 ese ecbesd saws 
Ee rot errr re 
Sa GRIN a ou 55 8s os Re ee cw bind 
Dalai GIN So a ooo co wk anddd aes 
TO GRID ooo ink Scie kak eeielnd 
pA PE ee eee ye eee: 
Sree ror ree re 
eee nee oe 


: 


leuauREE 


Total selling expenses. ................ 


XXX 

XxX 

XXX 

XXX 

XxX 

XXX 

XXX 

XxX 

. ‘ XXX 

Total shipping and selling expenses. .... = 
Administrative and general expenses: 

Sabarlee GEG: «660 bes scntvincssccnsana Xxx 

ST “GUI 6. 5s Saino sbi vsesss ivan aes Xxx 

Stationery and office supplies.............. XXX 

Telephone and telegraph................-.-- Xxx 

RUE i. cin cea + oak san sea en Xxx 

Dues and subscriptions. ................+- Xxx 

POO... 6-4-5 iceivud'asce cast aeennsmenes XxX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

XXX 

xxx 

XxX 


RERWUEMS GREGROIDS 9 5.05.5 svn twins Hcdnenen 
Automobile expenses..............-0-000- 
IND. «5. o hbo acd ockseebateehebus 
RUNNING (ic cidin ce kWeredot cee iho on Peeueien 
Collection service and expense............. 
PROROIORR GEPTEIEE so 6 55 cc éccpscckwsckes 


TEE 





: 


SHED. ss iin abe «a0 cdes eee cbvees caee $ xxxx * 














The cost per thousand feet in the schedule of operating expenses 
should be computed in dollars and cents on the thousand feet of 


flooring sales. 
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Legal Notes 


Haro_p DupDLEy GREELEY, Editor 
RESPONSIBILITY IN LIMITED AUDITS 


The Canadian case of International Laboratories, Lid. v. Dewar, et al., (3 
Western Weekly Reports 174) to which reference was made in the January 
issue, was decided by the Manitoba court of king’s bench. An appeal has been 
taken, but the matter is of sufficient importance to warrant the recording of 
each step in the litigation. The following summary is based on the judge’s 
opinion in the report cited above. 

The plaintiff, a manufacturer, sued the defendants, its auditors, to recover 
the amount of defalcations by one of its employees during a period of nearly 
four years. Plaintiff manufactured paints, varnishes and like products, which 
it sold chiefly to railways, department stores, and other customers by whom 
large quantities were taken on each order. Its over-the-counter sales were 
relatively small. It purchased raw material in bulk and its market was prac- 
tically assured, partly because of other companies allied with it. Consequently, 
its office or financial bookkeeping, as distinguished from cost records, was 
neither extensive nor intricate. 

Plaintiff's manager, who was appointed by the board of directors, was an 
expert paint manufacturer and his time was divided between supervision of the 
manufacturing plant and selling in the field. The board appointed also an 
accountant who acted as office manager and general bookkeeper and supervised 
the clerical work of half a dozen employees. He opened the mail, collected 
cash, paid wages in cash, drew cheques, saw to the posting of the books and 
looked after all the office detail. From January 28, 1927, to September 17, 
1930, as reported after a special investigation, he succeeded in making some 
1400 thefts, the aggregate amount of which was $26,727.30. In the earlier 
months of his employment his thefts were modest in amount and usually made 
out of the petty cash. But, the court said, “later periods of his employment 
show a marked increase in the amounts of his thefts and in the audacity with 
which he carried out his transactions.’’ The greater number of his defalcations 
were made by the simple expedient of withholding the proceeds of cash sales. 
A considerable total was obtained by drawing cheques for large amounts to 
fictitious payees. There were some thefts of merchandise. 

The defendants began auditing plaintiff's books shortly after the plaintiff 
was organized in 1920 and they continued to make audits until the defalcations 
were discovered in September, 1930. In October, 1924, according to defend- 
ants’ contention, plaintiff's manager complained that the cost of the auditing 
was too high. After correspondence and conferences with plaintiff’s manager 
and with a representative of several of the allied companies, defendants agreed 
to accept reduced remuneration for an audit expressly limited in scope. 

Defendants’ report for the year ended September 30, 1929, contained the 
following certificates: 

“We have audited the accounts of the International Laboratories, Limited, 


for the year ending September 30, 1929, and have received all the information 
and explanation we required. 
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“The accompanying balance-sheet, in our opinion, is properly drawn up so as 
to exhibit a true and correct view of the company’s affairs as at September 30, 
1929, according to the best of our information and the explanations given to us 
and as shown by the books.” 


This certificate makes no mention of a profit-and-loss statement, but the 
auditors’ report contained one. The court called attention to the fact that 
their report did not show a defalcation of $8,000 in that year, and the court 
stated that the shareholders would be held to have approved of the form of the 
auditors’ reports only if those reports reasonably made them aware of the 
limited scope of work and responsibility undertaken by defendants under change 
in the terms of their engagement as auditors. This condition, the court held, 
had not been met and the defendants were held liable in damages. 

It appears that defendants had reported certain irregularities to plaintiff's 
manager, but the court held that the manager himself was subject to the audit 
and that the auditors were not justified in taking directions from the manager 
purporting to lessen their work. The court, in its opinion, wrote that the work 
of a watchdog is to raise such an alarm that either the cause of the possible 
danger is removed or his master is aroused to the danger. “He will not have 
performed the functions of his office if after one howl he retreats under the 
barn or if he confines this protest to a fellow watchdog.”” The court held that 
defendants realized the opportunity for theft by the plant accountants but did 
nothing about it except to point out this danger to another employee of the 
plaintiff's. 

It must be understood of course that a review such as this is based entirely 
upon published reports, which are by no means complete. No opinion is ex- 
pressed as to the alleged negligence of the auditors who were defendants in this 
case. No opinion could be formed without a detailed study of all the testimony 
and evidence, and if one were formed it should not be expressed while the case 
is on appeal. Decisions such as this and the one following are presented with- 
out expression of opinion, merely to indicate how courts are thinking about the 
vital problem of professional skill and the degrees of it required under varying 
conditions of professional employment. This decision at least will call 
attention to the danger of making audits limited in scope without the clearest 
possible written statement in advance expressly relieving the auditor from re- 
sponsibility for all irregularities which he believes would not normally be dis- 
closed under the procedure his client insists that he follow. 


RESPONSIBILITY FOR NEGLIGENCE 


On December 12th to 15th of 1932, both inclusive, in the court of king’s 
bench division in England, a trial was held which was of great interest to pro- 
fessional accountants. Joseph Armitage, an architectural designer and sculp- 
tor, sued two chartered accountants, Messrs. Brewer and Knott, alleging 
negligence by reason of which defalcations of approximately $5,000 were not 
detected. The defaulter was a woman employee of the plaintiff's who acted 
as secretary, bookkeeper and cashier. Judgment was entered for plaintiff for 
practically the entire amount demanded. An official report of this case has 
not yet been seen, but an account giving many of the details and reporting the 
high spots of the testimony is printed in The Accountant for December 24, 
1932 (volume 87, page 836). 
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Up to the time when the defaulting employee began to act as secretary, book- 
keeper and cashier, in 1929, defendants had been balancing plaintiff’s books 
periodically and preparing income-tax statements but doing no auditing. At 
that time defendants began to make quarterly audits, with what was called a 
“master audit” at the end of the year. The plaintiff knew little about book- 
keeping and he had no time to devote to the management of his office. He tes- 
tified that he had to devote himself exclusively to his artistic work, that he was 
at the mercy of his secretary and that he instructed defendants to protect him 
in every way. During the next two and a half years, plaintiff’s employee 
made many thefts. About $400 was stolen through petty cash but most 
of the thefts were accomplished by forging and altering employees’ time- 
sheets, of which there were 700 or 800 every quarter. It seems from the testi- 
mony that defendants at first merely tested the time-sheets by examining 
samples, but at some later time, the date of which was in dispute, a more 
thorough method of auditing was adopted. There was evidence that defend- 
ants had stated in a letter that they checked calculations and additions of all 
time-sheets. An accountant testified as an expert witness for the plaintiff 
that he would not have passed all of the forged and altered vouchers, especially 
when so much of plaintiff's bookkeeping was done by one person. The de- 
fendants contended that any mistakes they or their assistants made were not 
negligent ones and that there was nothing to make them suspicious of the de- 
faulting employee. 

The court held that defendants were negligent and that auditors who under- 
took to make a detailed audit could not escape liability by contending that 
such irregularities as came to their attention were trivial. The systematic 
fraud by the defaulting employee continued for two and a half years, and it 
should have been detected by the defendants. The fact that it was finally 
discovered was the best evidence that it could have been discovered sooner. 
The court said that auditors could not avoid responsibility by delegating work 
to junior clerks. 

If the official report of this case, when it appears, gives further details either 
of fact or of argument, it will be discussed in a later issue. 


AND/OR 

To close in a lighter vein—Are any readers addicted to the use of “and/or?” 
This labor-saving device has caused caustic comment by courts but it is ex- 
tensively used in insurance policies and trust deeds. If any one is tempted to 
use it or, if an addict, he desires to reform, let him turn to Harpers for July, 
1932 (volume 165, page 245), where he will find that B. K. Sandwell in his 
department, ‘The Lion's Mouth,” has amusingly transformed the witch of 
Endor into “The Which of And/Or.” 
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H. P. BauMANN, Editor 
AMERICAN INSTITUTE EXAMINATIONS 


[Note.—The fact that these solutions appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official solutions 
of the board of examiners. They represent merely the opinions of the editor 
of the Students’ Department.] 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—ParT I 
November 17, 1932, 1:30 P. M. to 6:30 P. M. 


The candidate must answer questions 1 and 2, 3 or 4 and 5 or 6. 


No. 3 (25 points): 

The X Y Z Syndicate was formed April 1, 1928, and purchased a parcel of 
vacant city land for the sum of $215,500, the urchase ing financed by (a) 
funds invested by the participants, (b) whens = of a second mortgage on the 
property and (c) purchase-money mortgage issued to the vendor. 

The syndicate agreement provided that a trustee should hold title to the 
property, that each of the three participants would be the equitable owner of a 
one-third interest, that capital should be contributed to the venture in propor- 
tion to the respective interests and that interest at the rate of 6 per cent. per 
annum should be allowed on capital. 

Declining real-estate values rendered it impossible to sell the property. 

No books were kept, but cheque stubs of the syndicate’s bank account 
revealed the following: 


Deposits: 

1928 
Age. 1. Recewed Gott Z. os ks ccc See $34,000 
x ge Fre Oe ee ee Re a 21,000 
€: © Bika 6 6.6:s cis bhba y és oud Peele 20,000 
Oct. 1 ie ae PE oe. TH 5,000 

1929 
Apr. 1 Bank loan—3 months—guaranteed by X.............-. 50,000 
Raeseived frome De. ... n.c ss ose caewies «se st eens donk 4,000 
4 OS b> ddan ek ees ch le eee 2,000 
oi © "Biss alfa ec kas casas aes oe 2,500 
» *, Sign-board rentals for one year. ...........+++eeeeee+ 7,500 
| FSS Fay ee 5,000 
om Sign-board rentals for one year.............-+eeeeee+: 7,500 
May 3 Boecsheed Ge 0 oc seins +s hegtis cbdeddevsakedesaml 2,500 
Stl dcnip ¢ &.5:6-0-6:0 Gn Gked.s 6a'eeae aaa 2,500 

1932 
Ae. 1 Recebend (OMe) osc ccc cise iii es eeoumeneeeee 2,000 
<) i Tee OTe Te rere 2,000 
“ Ot kein. 4nedindic sedi <didaaa dona 2,000 

Payments 

1928 
mgt. 1 Aecommt of See OIs, « . o.oo nose ccnccneuasnecoce 70,000 
i Ra reer ee 2,995 
eG UR EE re er ea 1,000 
Oct. 1 Interest on purchase-money mortgage (6%)...........- 3,000 
is “* second mortgage (6%). .........-2-eeeeees 1,500 
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1929 
Apr. 1 Interest on purchase-money mortgage................. $3,000 
2 I elie Kites ob okt panes 039 Sa 1,500 
ee ee de a cocdcentunesececnes 50,000 
Discount on tas DE ahitsviisiesSdcebecss ov cuwieos 750 
ee PEELED Be eg Pome een meee 3,434 
Dee 3 Be es PII, 5s nn 5 nx ccc cewcdscdecuveken 750 
Oct. 1 ts  } Oe eee) eer 750 
Interest on purchase-money mortgage................. 3,000 
1930 
Apr. 1 Interest on purchase-money mortgage................. 3,000 
Se Ss cota ek ee ea iadicsec ul > dante tick caevensbawe 4,225 
Oct. 1 Interest on purchase-money mortgage................. 3,000 
1931 
Apr. 1 Interest on purchase-money mortgage................. 3,000 
ia i a eH ol ate ia 4,150 
Oct. 1 Interest on purchase-money mortgage................. 3,000 
1932 
Apr. 1 Interest on purchase-money mortgage. ................ 3,000 
HN adds wens densiend a5 ctevaes Jeet date issn eckenee 3,874 


Prepare such statements as you would submit to the participants in this 
venture, as of June 30, 1932. 


Solution: 

The problem states that “‘the syndicate agreement provided . . . that each 
of the three participants would be the equitable owner of a one-third interest, 
that the capital should be contributed to the venture in proportion to the 
respective interests, and that interest at the rate of 6 per cent. per annum 
should be allowed on capital.”’ 

The first step, then, should be the computation of interest on the capital 
investments, and the second, the statement of the capital investments of the 
participants in the syndicate. 


X Y Z SYNDICATE 


Statement of computation of interest on capital accounts for the period 
April 1, 1928, to June 30, 1932 
Investment account of X 


Interest 
Date Particulars Amount Period (to June 30, 

(years) 1932) 
EG a 65 dna vale os Cash $ 34,000.00 4% §$ 8,670.00 
October 1, 1928.......... Cash 5,000.00 334 1,125.00 
2 & Cash 4,000.00 3% 780.00 
January 1, 1930.......... Payment of loan 50,000.00 2% 7,500.00 

(Note) 

FS ere Cash 5,000.00 2% 650.00 
 aeaa Cash 2,000.00 % 30.00 
Se $100,000 .00 $18,755.00 
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Investment account of Y 





Interest 
Period (to June 30, 
Date Particulars Amount (years) 1932) 
3} ere Cash $ 21,000.00 4% §$ 5,355.00 
os 8 erererrsS Cash 2,000.00 3% 390.00 
ee Cash 2,500.00 1% 175.00 
is is 6.6 00.0 2 ckgne Cash 2,000 .00 Y% 30.00 
0 en $ 27,500.00 $ 5,950.00 
Investment account of Z 
Interest 
Date Particulars Amount Period (to June 30, 
(years) 1932) 
ee Be ia oo 0+ sca Cash $ 20,000.00 4% §$ 5,100.00 
Reh 2, THEE. ons cancdes Cash 2,500.00 3% 487.50 
Fe eae Cash 2,500.00 1% 175.00 
GE De FON 6:0 Cash 2,000 .00 y% 30.00 
PGs ss sp eae $ 27,000.00 $ 5,792.50 





Note.—From the problem, it will be seen that the $50,000 bank loan for 
three months dated April 1, 1929, was renewed on July 1, 1929, and again on 
October 1, 1929, at which dates discount of $750 was paid. It seems likely 
therefore that three months after October 1, 1929, or on January 1, 1930, this 
loan was paid by X, who had guaranteed the loan, as the payment does not 
appear in the syndicate’s records. 


X Y Z SYNDICATE 


Statement of capital investments for the period from 
April 1, 1928, to June 30, 1932 





x 7 Z Together 

Capital invested........ $100,000.00 $27,500.00 $27,000.00 $154,500.00 
Interest on capital...... 18,755.00 5,950.00 5,792.50 30,497.50 
Mie oadecxes oh4 $118,755.00 $33,450.00 $32,792.50 $184,997.50 
Interest charged........ 10,165.83 10,165.83 10,165.84 30,497.50 





Investment, as adjusted $108,589.17 $23,284.17 $22,626.66 $154,500.00 
Investment, as required 51,500.00 51,500.00 51,500.00 154,500.00 





Excess investment...... $ 57,089.17 
Deficiency in investment $28,215.83 $28,873.34 








In the above statement, the interest on capital investments credited to the 
individual participants is distributed in equal thirds to ascertain the adjusted 
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investments as between the participants. From this adjusted investment, the 
amount of the required contribution is deducted to determine the excess or 
deficiency of the individual investments. 


X Y Z SYNDICATE 
Balance-sheet—June 30, 1932 


Assets 
ER 9 ee Ee $215,500.00 
Deferred carrying charges: 

Sy le SINE 00 ek gine a $ 18,678.00 
RT oo oo ae Ga Reta > asia ae sex < AN 1,000 .00 
Interest on purchase money mortgage......... 24,000 .00 
Interest on second mortgage................. 3,000 .00 
Discount on second mortgage................ 4,500.00 
Me GUE II cg oc vice cccicsccucane 2,250.00 
Gs i MI Sika Siting sn -& 4rd, do nee aa $ 53,428.00 
I I, iiss is 00 6:03.0 «nce eeuaet 15,000.00 

—————__ 38,428.00 

SN SAL Scloats sar venakted CER Ge aan 0 + akue naw aoe 572.00 


$254,500 .00 





MR sid o's Fc aks wap eae « wbaens $100,000 .00 
Participants’ equities: 
is de US Sop ods cit ccecttises odaamelces $108,589.17 
CT CEONTRSRTA Cesc ccedbech cewek s ov rcaeenes 23,284.17 
SUVOraets Fulah rcs 506 os ks Sebinden ckcneee 22,626.66 154,500.00 
$254,500.00 


Note.—The above balance-sheet does not give effect to the accrual of 
interest on the purchase-money mortgage of $1,500 at June 30, 1932, nor to any 
liability for accrued taxes at that date. 


COMMENTS 


The cash account was obtained by totalling the receipts and disbursements 
listed in the problem: 


I ode aah cura: ee ads ae 0 oo 50 5-4 Sear eee $169,500.00 
I es osc del aes ws sma eibrene Fe 168,928.00 
Rs sas. 4:4. «lat Me ox a eb die bow 56 R $ 572.00 


The details of the deferred carrying charges may be picked out of the problem 
and classified on scratch paper. 

The amount of the first mortgage was determined by capitalizing the annual 
interest payment of $6,000 at the rate of the mortgage, 6 per cent., which 
indicates that the principal of the mortgage is $100,000. 
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The amount of the discount on the second mortgage was obtained as follows: 





Destine gnlte GE WRB isa 6: 0.050 oes piven $215,500.00 
Less: 

CUM IE occ sc cc rcde ce} ccupeanns cane $ 70,000.00 

Piet mngtbeenets.. 25.55 608. Sos Asices es Fe 100,000.00 170,000.00 
Proceeds of second mortgage................... $ 45,500.00 
Amount of second mortgage................... 50,000 .00 


Discount on second mortgage............... “s $ 4,500.00 


No. 4 (25 points): 

Henry White, a partner in the investment-banking firm of Black & White, 
died on December 31, 1931. 

The assets and liabilities of the firm, at that date, were as follows: 


eer ee a $ 11,526.90 
Life-insurance funds receivable.............. 44,700.02 
Mashitnile Gecureees «. .. .cs cad Cie s icicdins ss 978,663.77 
Notes and accounts receivable.............. 23,268 . 63 
Bonds of Kiln Lumber Co., bankrupt, at 25 
fe | Bee eres a rer a 56,250.00 
Seventy-five per cent. interest in logs, lumber, 
machinery and logging equipment......... 22,604.25 
RMN... tte nods> + ad.otneseacaune s $ 500,000 .00 
fe eae a ee ee ee a ee 1,500.00 
Liability as guarantors of note of Kiln Lum- 
ee ee ee 38,170.31 
ROU CRIs os 5s <a Sie pecie asses 34 14,357.33 
Agreement to repurchase $10,000 bonds of 
Beams Lesmbor Ga OF Fe be xc oc sae's ve ceess 9,750.00 
Capital—James Black, 40 per cent.......... 229,294.37 
* . —Slenre See Oe as cownade?s 343,941.56 


$1,137,013.57 $3,137,013 .57 








James Black, surviving partner, was appointed trustee to continue the 
business for a limited period of time. 
The transactions to September 30, 1932, were as follows: 


The amount due for life insurance was collected. 

$712,554.07 was realized on securities which cost $619,483. 

$3,725 was expended in exercising rights, the original and newly acquired 
shares being among those unsold at September 30th. 

Notes and accounts receivable realized $17,429.30, but of the balance out- 
standing at September 30th only $1,000 was considered good. 

Foreclosure proceedings were instituted on the bonds of the Kiln Lumber Co. 
In the final settlement, $4,603.97 was realized in cash and the firm ac- 
quired a three-fourth’s interest in 10,000 acres of timber lands. 

The ant in logs, lumber, machinery and logging equipment realized 

2,725.09. 

A claim receivable for damages, which was pending December 31, 1930, but not 
entered on the books, was settled for es 000. 

Notes payable, with interest, amounting to $27,500, were paid. 

The liability as guarantors of the note of the Kiln Lumber Co. was discharged 
by payment of $36,149.73. 

One $1, bond of the Kiln Lumber Co. had been lost or stolen and, therefore, 
could not be produced. The remaining bonds were repurchased. 
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The accounts payable, together with an additional item of $1, oe owing at 
December 31st but not discovered until later, were dul 

The sum of $200,000 was withdrawn in the proportion of the the einai in- 
vestments. 

Expenses incurred, exclusive of interest, totaled $7,328.30, of which $432.15 
were unpaid September 30, 1932. 

Income amounted to $14,732.03, of which $2,500 had not been received 
September 30, 1932. 


Prepare a statement, in suitable form, for the use of the trustee and of the 
executor of the estate of the deceased partner. 


Solution: 
See exhibits A, B and C on pages 143 and 144. 


James BLACK As TRUSTEE OF BLACK AND WHITE Exhibit D 


Statement of capital accounts from December 31, 1931, to September 30, 1932 











Black White Together 
40% 60% 100% 

Balance, December 31, 1931...... $229,294.37 $343,941.56 $573,235.93 
I eer ree 21,400.76 32,101.13 53,501.89 
Rac bo, a ies $250,695.13 $376,042.69 $626,737.82 
Less—withdrawals............... 80,000.00 120,000.00 200,000.00 
Balance, September 30, 1932...... $170,695.13 $256,042.69 $426,737.82 
JAaMEs BLACK As TRUSTEE OF BLACK AND WHITE Exhibit E 


Balance-sheet—September 30, 1932 


Assets 
EER i Ep phy DOES 55 a Pe Ap APs ie Raa $ 10,093.17 
Notes and accounts receivable... .. 2.2... ccc ccc ccc cceccs 3,500.00 
SRR TES IR BF as Sea 362,905 .77 
Timber lands—75% interest in 10,000 acres................. 51,646.03 


$428,144.97 


ON Ss ovina Shs Caos vib bse osgleeeeetds odbee nt $ 432.15 
Liability to repurchase bond of Kiln Lumber Co............. 975.00 
I db sb. acele er ch ago bin 6 Wo won ke 256,042.69 
ee eee eee 170,695 . 13 

$428,144.97 
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COMMENTS 


The three-fourth’s interest in 10,000 acres of timber lands acquired in the 
final settlement of the foreclosure proceedings on the bonds of the Kiln Lumber 
Company is valued as follows: 


Carrying value of the bonds (as shown in exhibit A as “assets to 


EE Da. ss. & v:tn'n dimiodtr bw eae xi4.0-> «oS RR vlna $56,250.00 
Less: cash received in the final settlement...................-. 4,603 .97 
NE EE EE EPI TEE ey a ee $51,646.03 


This value is used in the solution, because no market or other value of the 
interest in the timber lands is given in the problem. 

The liability to repurchase the lost or stolen bond of the Kiln Lumber 
Company, which could not be produced, is continued as a liability for there is 
no certainty that the bond will not be presented later. 

Exhibit F shown on page 145 is presented as an alternative solution to this 
problem. While it is not the form usually prescribed for a problem of this 
type, it has been found satisfactory in actual cases, and has the advantage 
of being short and of requiring less time. 


No. 5 (15 points): 
The superintendent of a cheese manufactory reports the following results of 
a test-run: 


46,153 pounds of milk were purchased at the contract price of $3.10 per cwt., 
on the basis of a butter-fat content of 3.5 per cent., with a premium or discount 
of 4 cents per cwt., on account of variations from the standard, the total cost 
being $1,647.66. From this milk, 5,976 pounds of cream, having a butter-fat 
content of 20 per cent., were sold at a price of 58 cents a pound of butter fat, 
the remainder yielding 4,491 pounds of uncured cheese, known as No. 1. 

The whey from the milk used weighed 29,280 ae to which was added 
1,384 pounds of whole milk from the purchases of the following day, the com- 
bined fluid yielding 1,821 pounds of uncured = known as No. 

The No. 1 cheese is "subject to a shrinkage of 12.3 per cent. in curing, and the 
No. 2 to a shrinkage of 33 per cent. 

From the foregoing data, determine the material cost per pound of cured 
cheese and the yield per cwt. of milk. 

For this purpose, you may assume the value of whey to be 50 cents per cwt., 
and the price of the whole milk used in the process of the second day the same as 
that used on the first day. 


Solution: 
Material cost of No. 1 cheese: 
Whole milk purchased—46,153 Ibs... .............eeceeeees $1,647 . 66 
Less—cream sold: 
5,976 pounds of cream 
20% butter-fat content 





1,195 34 pounds of butter-fat at 58c. per Ib................ 693 .22 
Ns Kh ddSac cu dds dv0sersoucacnesduepenGeeeewredenl $ 954.44 
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Less—value allocated to whey used for No. 2 cheese: 














29,280 pounds at 50c. per cwt. $ 146.40 
Material coet of Ma. 1 CRGRIB cs.ic. 50 criciownssn ond ionebeeies $ 808.04 
Yield of uncured No. 1 cheese................ 4,491 Ibs. 

Shrinkage in curing (12.3% of 4,491)........ 552.4 

ES fas mes eB PS ne 5 3,938.6 Ibs. 

Material cost per pound ($808 .04+3,938.6)=.............. 20.5¢ 
Material cost of No. 2 cheese: 

Cost allocated to whey, 29,280 Ibs... . 2.2.0... eee eee ees $ 146.40 

Cast of Whole allie, £2006 TiO. 6 5 ince sc eevee Sink 49.41 

Material cost of No. Jcheaes. soos. c60 deca Nee dade $ 195.81 

Yield of uncured No. 2 cheese................ 1,821 Ibs. 

Shrinkage in curing (33% of 1,821)............ 601 

Peet wee... . cp cendee sac stanpeeeeiseeainn 1,220 Ibs. 

Material cost per pound ($195.81+1,220)=................ 16.0¢ 


Yield per cwt. of milk: 
The total of the milk used: 





4. PRR BET EES 46,153 Ibs. 
OCONEE GOO... os Sica ce 1,384 
Pees i LOI ees 47,537 lbs. represents 475.37 cwt. 
The yield therefore is: 
Cream: 


5,976 +475 .37=12.57 lbs. per cwt. 
No. 1 cheese: 

3,938 .6+475.37=8.29 Ibs. per cwt. 
No. 2 cheese: 

1,220 +475.37 =2.57 lbs. per cwt. 
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ACCOUNTING IN LAW PRACTICE, by Witiarp J. GRAHAM and WILBER 
G. Katz. Callaghan & Co., Chicago. 444 pages. 


Turn about is fair play. Recently appeared Law for Laymen; the layman ob- 
viously being primarily the accountant. Now comes a treatise on accounting 
designed for lawyers. Some disrepute attaches to works bearing such titles. 
Lawyers look askance at the layman attempting to comprehend the arcana of 
their peculiar guild. Accountants, more generously, wish often that lawyers 
would learn some accounting. But, after all, they say, “for good or ill, ac- 
counting is accounting, whether for lawyers, or for less exalted folk.”’ 

This title, however, is somewhat misleading. The book contains good sub- 
stantial accounting doctrine, only the last two sections—accounting for 
fiduciaries, and the reprint of Mr. Harvey's somewhat unsatisfying paper on 
“* Accounting for law firms’’—being particularly adapted to the lawyer’s needs. 

The authors disclaim consideration of any but the most simple bookkeeping 
technique. Yet part I, ‘The accounting process’ contains almost all the 
technique found in conventional texts, some of it difficult for the beginner and 
superfluous for interpreting the balance-sheet to which it leads. 

Objection is made to the opinion, incorrect though often expressed, that dis- 
counts on purchases constitute profits, and to the explanation, unsound his- 
torically and logically, of why assets are placed on the left-hand side of ledger 
accounts. 

The second section gives the customary entries for partnerships but errs in 
describing a method for valuing goodwill. A formula is applied to a partner- 
ship, where the profit-sharing differs from that of capital contributions, which 
can only be used where the profits are shared in proportion to capital. 

The third section on corporations is conventional but good, with reservations 
as to the relation between an insurance reserve and surplus and as to the 
vendor writing in goodwill when he sells all his assets at a profit. 

The most significant section is probably the fourth, dealing with valuation 
andincome. This is well documented with references to court decisions. But 
it is misleading to consider premium on purchased bonds a deferred charge to 
income instead of an investment to be repaid in small instalments. The relega- 
tion of the “scientific” method of amortizing premium to a two-line footnote 
seems disrespectful to a method required by some statutes and universally used 
in calculating bond-yields. 

In the next section, dealing with financial statements, the “index of financial 
strength”’ is unfortunately swallowed whole, as if it really had some scientific 
significance. 

Vigorous, but probably futile, protest is hereby entered against the doctrine 
that when the price paid for the stock of a subsidiary exceeds the book value 
thereof, the difference should appear as represented by goodwill. Thus to 
exalt a common but unsound practice into a categorical imperative is unfortu- 
nate, especially when catering to lawyers to whom precedent is sacrosanct. 

An inconsistency is found in the authors’ showing the unsold portion of the 
goodwill of a partnership but, in accordance with the regrettably common 
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practice, refusing to show, in the consolidated balance-sheet, the share of good- 
will attributable to minority shareholders. 

To sum up! The use of the somewhat misleading title is justified if it suc- 
ceeds in luring lawyers to study a subject they sorely need. If not materially 
different from the run of accounting texts, it is a respectable treatise on the 
subject and will benefit the reader. The imperfections which are to be found, 
while painful to the accountant, will not materially injure the lawyer. Let 
him read it, by all means. 

Henry Ranp HatTFIELD. 


FEDERAL TAX HANDBOOK. REVENUE ACT OF 1932, by Rosperr H. 
MontTGOMERY. The Ronald Press Co., New York. 1035 pp. 


The problem of making up correct returns for the federal income tax under 
the act of 1932 is perplexing a good many accountants and taxpayers now. It 
is generally known that rates have been increased and some exemptions and 
credits have been eliminated. If these were all there would be little to worry 
about. But in its apparent eagerness to “soak the rich”’ congress has inserted 
so many seemingly minor but really drastic clauses dealing with capital gains 
and losses, gifts, etc., that the path of the accountant is by no means clear. 
Add to this that some of the provisions of the act are sure to be put to the acid 
test of the supreme court, and above all that no man can foretell what the 
present or the next congress will do in the effort to balance the budget, and the 
need for some competent guide is manifest. 

In Federal Tax Handbook the author offers an up-to-date summary and 
commentary on the income-tax laws as they stand to-day, including what he 
considers as possible and probable in the matter of construing the changes in 
the 1932 act. Whether he is right or wrong in the latter remains to be seen, 
but it is significant to note that in the past he has been remarkably accurate in 
forecasting the attitude of the courts in dealing with doubtful or questionable 


rulings of the treasury. 
W. H. Lawron. 


WIRTSCHAFTSLEHRE DER KAUGMANNISCHEN UNTERNEH- 
MUNG, by A. HorrmMan. Hans Buske Verlag, Leipzig, 1932. 800 pages. 


The book covers the scope and purpose of the industrial and commercial 
enterprise, and the acquisition, use, safeguarding and production of capital in 
the wider meaning of the term. Full justice can not be done to a book of this 
sort without devoting considerable time to a study of its contents. A cursory 
reading leaves no doubt that the subject is covered comprehensively. The 
chapters present in thorough and methodical fashion the numerous phases of 
the general subject : the factors that govern choice of location, capital structure, 
expansion and development, functions, risks, liquidity, budgeting, appraisal, 
depreciation, reserves, profits, dividends, labor, purchases, sales, advertising, 
rise and fall of exchanges, etc., etc. The author describes these phases con- 
cisely, crowding facts and thoughts into his sentences. The latter, however, 
are not as lengthy as they might have been and the book compares in lucidity 
very favorably with other German treatises of this kind. 

The subject is treated more or less as one of economics, and accountancy is 
only occasionally mentioned. The appeal to accountants seems limited, only 
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those of studious mind, seeking wider knowledge in a sphere where the pro- 
fession occupies a somewhat subordinate position, will find satisfaction in 
reading this quite up-to-date and general discourse. 

A rather formidable book dealing with a formidable subject in a not too 
formidable way. A wane 
LOCAL AUTHORITY FINANCE ACCOUNTS AND AUDITING (second 

edition), by J. H. Burton. Gee & Co., London. 2 vols. Cloth. 
1075 pages. 


In Local Authority Finance Accounts and Auditing Mr. Burton offers a com- 
bined manual and text-book on taxation, accounting and auditing according 
to the practice of municipalities, counties, parishes, etc., in England. The 
American reader interested in taxation (and who is not in this year of trouble?) 
will find much familiar matter, as is natural since, with the exception of Louisi- 
ana, English precedence has governed law and custom in our commonwealths 
and municipalities. He may be somewhat surprised to observe the same trend 
toward state socialism in both countries. Indeed, staid old England has in 
some respects far outstripped us in paternalistic government, and ideas in 
socialistic programs at which we shudder seem to be accepted as a matter of 
course by our English cousins. 

Very much on the same lines as the volumes issued by our tax-service corpora- 
tions, Mr. Burton’s volumes contain a vast amount of detail involving acts of 
parliament, judicial decisions, official rulings, local laws and customs, etc., to 
which he has added no end of advice and suggestions as to accounting media, 
labor-saving devices and what not. As a manual for local treasurers and ad- 
ministrative bodies the manual must be invaluable, but I confess to a feeling of 
commiseration for students who are required to answer the ninety-odd pages of 
questions and problems at the close of the book! 

In view of recent discussions of American municipal audits, Mr. Burton’s 
remarks regarding professional accountants as auditors versus elected or gov- 
ernment-appointed auditors are interesting. He says (Vol. II, pp. 945-6): 

“Nearly all town councils . . . employ professional accountants to perform 
an audit after the style of that which these gentlemen carry out in commercial 
houses. From the accountant’s standpoint this is considered good, but it 
must be admitted that their knowledge is sadly lacking in the line of matters 
and accounts municipal. The result is that their audit generally resolves itself 
into a verification of the arithmetical accuracy of the ledgers, cashbooks and 
vouchers laid before them, together with a verification of the items shown in 
the balance-sheet. . . . Unfortunately (or fortunately) they lack the legal 
knowledge of local government law so necessary throughout municipal account- 


ing which is possessed by district auditors.” W. H. Lawron 


FINANCIAL POLICIES OF PUBLIC-UTILITY HOLDING COMPANIES, 
by Merwin H. WATERMAN. University of Michigan, Ann Arbor. 186 
pages. 

Under the somewhat unwieldy title Financial Policies of Public- Utility Hold- 
ing Companies, another interesting and useful book has appeared in a series 
of “Michigan business studies.” It is a “holding company study" with 
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the object “‘to determine, as definitely as possible, the requisites of a well- 
managed public-utility holding company.”’ Professor Waterman, the author, 
has written an interesting account of a vehicle used for a great speculative mania 
that gripped the American people. The study covers a wide range, including 
such subjects as operating policies, parent company versus subsidiary company 
financing, trading on the equity, methods of effecting acquisitions, security 
contracts and security distributions, and administration of income, each fol- 
lowed with illuminating conclusions of the author. 

The study covers five large and important public-utility holding companies 
whose chief holdings are in gas and electric operating companies. The book was 
published August 1, 1932, and includes references to occurrences of recent date. 
“Tt is apparent that errors in financial management have been made and that 
optimism has overbalanced judgment in many instances,”—a charitable com- 
ment by the author on the practices disclosed, although there is truth in his 
statement that “there is some good in the worst of them and some bad in the 
best of them.” 

The book describes the unbridled licence of certain holding companies. 
This flood of light upon corporate management recalls Professor Ripley’s writ- 
ings in which he drew attention to the temptation a holding company affords to 
“prestidigitation, double-shuffling, honeyfugling, hornswoggling, and skull- 
duggery.”’ 

The public utility industry has more at stake in the prevention of unsound 
practices than anybody else. Its good repute isin danger. I know many fine 
men in the industry and I have faith that they will clean house and remove 
those responsible for manipulation, man-made statements, suppressicn of in- 
formation to the security holders, misrepresentation and other reprehensible 
practices. After all, the security holders are the real owners of the companies. 

There are probably more soundly organized holding companies than there 
are mismanaged ones. More men are needed in the holding companies who 
lose neither their heads nor their sense of trusteeship. This is greater than pub- 
licity and regulation. Professor Waterman says, “It is believed that mis- 
management has been more responsible for the faults with holding companies 
than has the form of organization per se.” 

Records of one of the companies analyzed show that the managers of local 
companies can decide only matters of small policy, that outside of petty cash 
certain operating subsidiaries do not even have any funds in their own name. 
It is also alleged that superimposed management has made dummies of the lo- 
cal utilities. A well-known authority said, “The late unprecedented creation of 
hierarchies of corporations . . . is utterly opposed to sound public policy .. . 
the local companies . . . have been sucked dry by the taking over at staff 
headquarters of basic matters of management which determined both cost and 
service.” 

It is disappointing that Professor Waterman has said nothing about the ques- 
tionable practice of presenting all the capital stocks without par value in aggre- 
gate, without showing the consideration received for each class. 

A discussion of the financial policies of the companies is incomplete without 
any reference to the new philosophy of accounting adopted by some holding 
companies, such as, for example, the policy of charging in the books a provision 
for depreciation much less than the amount deducted in the federal income- 
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tax returns. ‘“ The well-known practice of charging depreciation ‘with due re- 
gard for the amount of earnings available for this purpose each year,’’’ sanc- 
tioned by a public-service commission, should receive the condemnation of all 
public accountants with a resolve to refuse to sign the accounts in such circum- 
stances. The author passes this with a footnote in small type. 

The author capably sums up the situation in the following words: “It 
is concluded that the very large public-utility holding-company systems must, 
in the near future, be managed under modified policies which recognize the eco- 
nomic limitations of holding-company control and which provide financial 
direction that is reasonably adapted to the characteristics of the industry and 
to the financial needs of this form of organization.” 

There are few references to the accounting treatment of financial transac- 
tions as influenced by the financial policies so ably outlined. There appears 
to be a studied effort to avoid criticism, although the author is “inclined to 
question” certain practices. 

Dry statistics, percentages and prosaic figures are given in a style that makes 
for easy and interesting reading. Although there is not much with respect to 
accounting in the book of general interest to accountants, I think that it should 
be read by public accountants who have not had much experience with such 
companies so as to appreciate their escape from headaches, and by those ac- 
countants whose services are engaged by public utility holding companies in 
order to get a new perspective of practices that have not received the criticism 
deserved. 

Wrt-A. CLADER. 
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Accounting Questions 


[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by practising accountants and are published here for general in- 
formation. The executive committee of the American Institute of Account- 
ants, in authorizing the publication of this matter, distinctly disclaims any 
responsibility for the views expressed. The answers given by those who reply 
are purely personal opinions. They are not in any sense an expression of the 
Institute nor of any committee of the Institute, but they are of value because 
they indicate the opinions held by competent members of the profession. The 
fact that many differences of opinion are expressed indicates the personal nature 
of the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Ep1rTor.] 


APPORTIONMENT OF GENERAL EXPENSES TO THE TELEPHONE 
DEPARTMENT OF A HOTEL 


Question: In furnishing telephone service to their guests, hotels act as agents 
for the telephone companies. To determine whether hotels obtain just com- 
pensation on their telephone sales it seems logical that not only direct depart- 
mental expenses such as payroll and telephone company bills shou!d be included 
as costs of the hotel telephone department, but that indirect expenses should 
also be considered. As the determination of the direct expenses presents no 
difficulties, the problem of ascertaining the telephone costs resolves itself into 
one of cost accounting: What share of the general expenses of the hotel should 
be charged to telephone sales? 

The principal revenue-producing departments in a hotel are rooms, food, 
telephone, valet, and laundry. In addition to the direct expenses incurred for 
the benefit of these departments, there are in every hotel certain general ex- 
penses such as: 


Salaries of manager and his assistants, expenses of manager and his assist- 
ants, including association and club memberships, traveling expenses, 
books and technical magazines. General publicity and advertising for the 
purpose of bringing guests to the hotel. The guests spend money in one 
department or more. 


Answers to the following questions are desired: 


1. Is it proper to apportion to all revenue-producing departments such gen- 
eral expenses as listed above? 

2. If the answer is yes, what should be the basis for apportioning the ex- 
penses? Should it be the sales? 


The doorman, room clerks, information clerks, bellboys and elevator oper- 
ators in a hotel are all employed for the purpose of receiving and serving guests. 
Should the salaries of these employees, plus their sundry expenses, and the 
value of the space occupied by them, be apportioned among the revenue- 
producing departments, in which guests spend money, and if so, on what basis? 
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This entire problem is not one for hotel accountants to solve, but one for cost 
accountants. The answer should not be based on what the present accounting 
practice is but on what the practice should be in order to follow good cost- 
accounting procedure. -There is no intention at present of attempting to apply 
the method of apportioning general expenses regularly in the preparation of 
hotel reports, the idea being only to make tests to determine whether the tele- 
phone departments are profitable or not after taking into consideration all 
proper expenses. 


Answer: DEFINITIONS 


It will be helpful to re-state the proposition: 

Direct departments. There are certain revenue-producing departments in a 
hotel, such as rooms, food, telephone, valet and laundry. The sales in these 
departments can be identified. Such departments are referred to as direct 
departments. 

Indirect departments. There are other departments in a hotel (in which 
sales are not made or from which revenue is not immediately obtained) that are 
necessary to the operation of the establishment. Examples of such depart- 
ments are administration, namely, salaries of manager and his assistants; gen- 
eral publicity and advertising; doormen; information clerks; bell boys; elevator 
operators; front office; auditing department; etc. These are referred to as 
indirect departments. 

Direct expenses. Certain expenditures for materials, supplies, salaries and 
wages needed for the operation of direct departments can be identified with 
specific departments. These are referred to as direct expenses. 

Indirect expenses. Many other expenditures, principally connected with the 
operation of indirect departments, can not be immediately applied to direct 
departments, but as a rule can be classified under the indirect departments to 
which they relate. These are referred to as indirect expenses. 


QUESTIONS 


1. Should indirect expenses be sub-divided and charged to direct depart- 
ments? 
2. If so, on what basis should the indirect expenses be distributed? 


ANSWER 


1. It is a good principle in cost accounting to refrain from distribution of 
indirect expenses whenever there is a choice asto procedure. The difficulties 
which arise in the attempt at distribution of the actual expenses are, first, the 
practical impossibility of finding an actual basis for their distribution and, 
secondly, the confusing results in operating statements for direct departments 
when numerous and different indirect expenses are introduced on varying and 
usually fluctuating bases. If, for example, it is attempted to charge the tele- 
phone department for proportions of management expenses, attendants’ ex- 
penses, auditing expenses and the like, the operating costs of the telephone 
department will be affected by at least two variables, namely, the basis of ap- 
portionment and the amount of expense. If the telephone costs are carried a 
step further and reduced to unit costs per call, the result is most confusing 
because of the introduction of additional variables, such as the number of calls 
made, the revenue collected and the direct expenses. 
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The preferable procedure would be to set up accounts for the indirect depart- 
ments, using as many accounts as there are clearly distinguishable activities of 
sufficient importance. The actual expenses should be charged to these accounts. 

As steps preliminary to this procedure, two budgets should be established. 
One budget should be set up for the direct departments containing estimates of 
sales or revenue and corresponding direct expenses. The other budget should 
be set up for the indirect departments, containing estimates of the expenses 
deemed necessary for operating the establishment as a whole with regard to the 
expected activities in the direct departments. 

The budget of indirect expenses should be reduced to normal expense rates 
and distributed upon some equitable basis between the direct departments. 
Normal expense rates are thus derived for indirect expenses, by means of which 
they may be carried into the operating accounts of the direct departments with 
the minimum of variability. 

Under this procedure, the operating statement of the telephone department 
would show: (a) revenue, less (b) direct expenses and (c) normal indirect ex- 
penses, leaving (d) profit or loss. Telephone costs would be calculated for the 
purpose of ascertaining whether just compensation was being received on the 
basis of the budgeted direct and indirect costs. The calculations can be modi- 
fied by appropriate ratios if it develops there are substantial and consistent 
differences between budgeted and actual amounts. 

Any balances remaining in the indirect-expense accounts, after the absorp- 
tion of normal expenses, would constitute over- or under-absorbed expenses. 
Such variations are not attributable to the operation of direct departments but 
more nearly to the obtainment of business for them. An unabsorbed expense is 
comparable to the unabsorbed expense in a factory, which is due, not to in- 
effectiveness in manufacture, but to lack of orders enough to fill manufacturing 
capacity. 

Another advantage of this procedure worth mentioning is that a comparison 
is possible as to indirect expenses between actual expenses and the normal 
budget on the one hand and absorbed normal expenses and the budget on the 
other. The spending ratio must be kept in line with the absorbing ratio or a 
loss will ensue. 

2. As to the basis to be used in distributing the indirect expenses in the 
budget, it is difficult to generalize, unless it be to the point that sales are likely 
to be an unsatisfactory basis. The indirect expenses do not run with sales. 
They vary according to (2) degree of service rendered and (b) time. Therefore 
the normal expense rates should be brought to a basis of so much per diem, 
modified by degree of use. That is to say, the main restaurant would be charged 
more than the griil room, and the grill room perhaps more than the coffee shop. 
In setting these differentials, the respective sales levels might be given some 
weight. Or, the indirect expenses applicable to rooms should be reduced to 
rates per room-day, with differentials for single rooms, double rooms, suites, etc. 

In some cases this application of indirect expenses, by means of normal 
rates, will result in fixed charges per diem, irrespective of activity in the direct 
department. This will be equitable, because the indirect expenses will be the 
same for the restaurant, as an example, whether 100 or 800 people are served. 
In other cases, as with room-day rates, the absorption of normal expenses will 
vary with occupancy, in this way following activity. 
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It should be understood that other bases might be necessary, but the general 
principles above mentioned—that they should reflect (a) degree of use and (b) 
time—should still govern. 

In conclusion, it may be stated that the answers given above are made with- 
out regard to existing practice in hotels, as was requested in the inquiry. They 
follow the principle of modern cost-accounting practice in industry, developed 
with the use of standard costs. 
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